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Editorial Comment 


When the January issue was going to 
Important Judgment press word reached us of the dismissal 
Respecting Auditors by the Supreme Court of Canada on 

20th December of the appeal of the 
Guardian Insurance Company of Canada against a judgment 
of the court of appeals of the Province of Quebec in favour 
of Sharp, Milne & Co., chartered accountants, of Montreal. 
Only a brief reference to the decision could be made in that 
issue; the text of the judgment, which was a unanimous 
one, is published this month. 

This judgment ranks among the important ones affecting 
the practice of the public accountant in Canada, and the 
whole profession owes a debt of gratitude to Messrs. Sharp, 
Milne & Co. for their refusal to comply with the demands of 
the insurance company to reimburse it in respect of the 
claim paid to the Claude Neon Company. As Mr. Sharp re- 
marked to us when the case first came before the courts, had 
the auditors complied, it would have been tacit acknowledge- 
ment of negligence in the performance of their duties as 
auditors, and his firm refused to acknowledge any such 
dereliction of duty. 

How does it happen that a third party, not the com- 
pany defrauded, is taking court action against the auditor? 
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It is common practice in Canada for a business firm to 
enter into an agreement with a fidelity insurance company 
for a bond covering the possible defalcations of its treasurer 
or trusted employees and to grant the insurance company 
the right of subrogation, by which the latter, instead of 
the firm, can take action against the auditor. Thus whether 
the firm or the insurance company decides to reimburse 
itself for the amount of the defalcation or the claim paid, 
respectively, the auditor finds himself called upon to de- 
fend the action. 

As can be expected, fidelity insurance companies have 
had to pay indemnity claims in other cases of defalcation 
and we do not know to what extent some of them (and we 
understand this class is in the minority) have sought to 
recoup themselves from possibly the most vulnerable person 
—the auditor—and what settlements, if any, have been made 
by auditors to save the expenses of court actions and to 
avoid the unfavourable publicity arising therefrom. At this 
point we have no hesitation in stating that there is no other 
body of men in Canada more conscientious in the perform- 
ance of their duties than chartered accountants. This judg- 
ment, then, should serve not only as a.warning to this min- 
ority of insurance companies to hesitate taking action 
against auditors in future but also as potential protection to 
the auditor against the irritating demands of such com- 
panies. 

So far as we know, this is the only case where 
The Right of a fidelity insurance company has taken action 
Subrogation against the auditor. Whether or not third 

parties can bring action against auditors is a 
question that has not as yet been dealt with fully by the 
courts, although it was raised by counsel for the respondent 
when the case was before the Supreme Court. “In the view 
I take of the case,” Mr. Justice Davis stated in his judgment, 
“it is unnecessary to determine the question whether or not 
under Quebec law the so-called subrogation receipt is suffi- 
cient to entitle the appellant in its own name to maintain 
this action against the auditors.” As Dicksee has pointed 
out in his Auditing, the duty of an auditor is owed to the 
party appointing him and is fulfilled by the performance of 
the terms of the contract between him and such appointors. 
The performance must be carried out with an absence of 
negligence, i.e., with such skill and care as are usually and 
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reasonably observed by professional auditors. This relation 
between the parties is important because, as stated by him, 
“a party suing on a contract must be able to prove ‘privity 
of contract,’ and therefore persons not parties to the original 
contract can not ordinarily recover damages in respect of 
the negligence of an auditor.” This principle was challenged 
ten years ago in the United States in the Ultramares Corpora- 
tion case, but as the case was settled out of court there was 
no decisive conclusion. Some months ago we inquired from 
the profession in Great Britain about the rights of subro- 
gation there and were informed that the placing of fidelity 
bonds was not prevalent in the Old Land and in consequence 
the question had not arisen. It is a matter, then, concerning 
which the Canadian courts may some day be called upon to 
decide. 

Quite apart from any right which an insurance company 
may have to proceed against the auditors for recovery of the 
amount of the bond paid to the insured, such action, we 
think, is hardly commendable. The business of the insur- 
ance company is to sell fidelity bonds, and the rate of pre- 
miums has been established from previous experience as 
more than sufficient to cover all claims. Why, then, should 
a company seek, in addition to the premium, a recovery of 
the insurance claim? 

The progress through the courts of actions taken against 
auditors is worth noting. Rarely does an auditor vindicate 
himself in the court of first instance since busy judges in 
trial courts are inclined to hand out summary judgments. 
The auditor finds himself compelled to carry his case to an 
appeal court where three or more judges consider the evi- 
dence and deliberate on the authorities—and, it may be 
added, the judgments respecting auditors over the past fifty 
years comprise a substantial volume. The auditor rarely 
fails in a court of appeal. This was the experience in this 
case; and so far in the Canadian courts the auditor has been 
able to vindicate his position in every instance when an ac- 
tion for negligence has been brought against him. 


The third and final instalment of articles on 
The Rowell- the report of the Rowell-Sirois Commission 
Sirois Report on Dominion-Provincial Relations is publish- 
ed in this issue. The object of the editorial 
committee in arranging this series was to bring to readers 
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a frank discussion of this momentous document by one com- 
petent to deal with the subject. Professor Corry, it may be 
added, assisted in the editorial work of preparing the report 
for publication by the Commission. 


We think it most unfortunate that this report which is 
the most important document issued by any Royal Commis- 
sion in Canada since Confederation has not received the 
study from the public it deserved. The ignorance of the 
rank and file of Canadians regarding its purpose and its 
content is amazing. If one should ask most business men, 
for instance, what they think of the report, the majority of 
them will reply that they know nothing about it. “What 
does the word Sirois mean anyway?” was the astounding 
question which came from a business executive on the eve 
of the recent Ottawa conference called to study the Com- 
mission’s report. Some evidence of this widespread ignor- 
ance is also revealed in the following which appeared in the 
editorial column of one of our national newspapers a week 
or so ago: 

“Dumb Cluck” has written us a letter, the name his own 
choice. He admits “never before having written one of these 
‘Letters to the Editor,’” but now is ere to do so by a critical 
emergency. Thus he explains: 

Now, Mr. Editor, I read the papers in a haphazard manner like 
thousands of others. I don’t care which evening paper the boy 
pokes at me when I buy one. I take it and read the headlines, 
look at the pictures, and that’s that. Your own morning paper I 
seldom buy, but usually see it over somebody’s shoulder in a street 
car or at a lunch counter while I down some coffee and toast. Re- 
cently, however, editorials have aroused a little interest in me, 
and in your paper of Dec. 27 you have a long editorial about some- 
thing you said and something a Halifax paper said about what 
you said and something about a Rowell-Sirois report, and also in 
the editorial you mention disunity tactics, cat and dog fight, sec- 
tional interests, or the Dominion of Canada may as well close its 
doors, etc. 

Now, I know I’m dumb, but I also know I’m not any “dummer” 
than nine out of ten of the people in this country, and I’m positive 
that 90 per cent of the population haven’t any idea what the above- 
mentioned Rowell-Sirois business is all about. Are these two guys 
running for something, and, if so, what? To make sure I wasn’t 
the only dumb cluck in town, I asked twenty men and only twenty 
(in the shop where I work) if they knew what this Rowell-Sirois 
business was all about. Eighteen looked blank and said, “Search 
me, never heard of them,” or similar answers. One said Rowell- 
Sirois was a firm in Montreal that manufactured paper boxes, and 
the other answer was that it was one of those Englishmen with a 
double name, and he thought he was Ambassador to Mexico. So 
along with all the other ordinary guys I’m wondering if it wouldn’t 
be a good idea to write another editorial, and this time write it to 
guys like me, not to editors in Halifax. 
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Then there followed an enlightening editorial for the in- 
quirer’s benefit. 

This great and growing nation is fortunate in having in 
every province numerous newspapers, the chief function of 
which, it is assumed, is to educate and inform the public on 
current matters of local and national importance. Is it not 
truly regrettable then that, in the treatment of this momen- 
tous subject, the vision and imagination of the editors of 
not a few of Canada’s newspapers do not extend beyond their 
locality or their province? To them the Dominion of Canada 
ranks second to their province. The result is that in many 
of them there has been no intelligent analysis of the Rowell- 
Sirois report or a dispassionate discussion of its recommen- 
dations. And more unfortunate still, some, adopting the 
method of the cheap politician, have resorted to catch 
phrases of a disparaging nature which have tended to dis- 
credit the report in the minds of an uninformed public. 


There are newspapers, however, that have 
Leadership of taken a statesmanlike stand in their refer- 
Public Press ences to the report and the Ottawa confer- 

ence, and these deserve credit. In that group 
is The Globe and Mail (Toronto). “The purpose of the Rowell- 
Sirois Commission was to find a formula which would insure 
national unity,” states that publication in its issue of 11th 
January. “The recommendations themselves are perhaps 
less important than the great body of fact which is contained 


in the report... We all know that sacrifies must be made 
in the present if advantages worth the sacrifices are expect- 
ed in the future... Welding a nation out of a number of 


factions is a herculean task, but a noble one. These are epic 
times which call for drastic measures. If, in the face of 
the greatest catastrophe that ever faced the world, the 
people of Canada are unable to meet together in humility of 
spirit prompted by a high resolve, what hope is there that 
they can ever achieve the dignity and stature of a great 
nation? Canada is calling for bold and inspiring leadership. 
; The conference proceedings should be conducted in the 
open so the stature of Canada’s political leaders will stand 
revealed to the public.” 

[Note: Since the above remarks were set up by the printer, the 


Ottawa conference of Dominion and Provincial officials called to con- 
sider the Report adjourned until after the present War.] 


89 





THE CANADIAN CHARTERED ACCOUNTANT 


By way of relief, let us turn our eyes to 
Churchill—The the leadership and statesmanship in 
Man of the Year Great Britain—the pride of the nation 

there and of the whole Empire. In its 
issue of 6th January, Time, “The Weekly Newsmagazine” of 
Chicago, after surveying the world stage of great personages 
of the past twelve months, points out that in most men’s 
minds everywhere Winston Churchill outranked all others 
as the Man of 1940. 


Every crisis in British history has brought forth its 
leader or leaders. Just as at the opening of the eighteenth 
century, John Churchill, the first Duke of Marlborough, be- 
came the personification of British gallantry and military 
genius, so the year 1940 found its man in the descendant of 
the brilliant leader of Queen Anne’s day. The biography of 
Winston Churchill,* which we have just read, is a stirring 
account of one with a “charmed life,” of his chivalrous deeds 
in Britain’s wars of the past half century, of undaunted 
courage and lofty statesmanship in the British House of 
Commons, and latterly of one called to lead the Empire in 
the world’s most savage conflict, in the meeting of which, he 
said, he had nothing to offer the country but “blood, toil, 
tears and sweat.” We recommend to all the reading of this 
inspiring account of the life of an inspired man. 


Stirring times in Great Britain throughout the centuries 
have brought forth great literature, and we are witnessing 
it again today. The brilliant utterances of Churchill will go 
down in history and will doubtless live as long as those of 
Shakespeare and Milton and Wordsworth. “These two great 
organizations of the English-speaking democracies,” he said 
in a recent address, “the British Empire and the United 
States, will have to be somewhat mixed up together in some 
of their affairs for mutual and general advantage. For my 
own part, looking out upon the future, I do not view the pro- 
cess with any misgivings. No one can stop it. Like the 
Mississippi, it just keeps rolling along. Let it roll. Let it 
roll on in full flood, inexorable, irresistible, to broader lands 
and better days.” And again, when speaking of the days of 





*Winston Churchill by René Kraus, published by J. B. Lippincott 
Company, New York, 1940, 366 pages. 
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trial and hardship and pain ahead, came the appeal and 
prophesy: “Let us therefore brace ourselves to our duty and 
so bear ourselves that if the British Commonwealth and 
Empire last for a thousand years, men will still say, ‘This 
was their finest hour!’ ” 


With regret we announce in the obituary 
Former column this month the passing on 7th January 
President of John Mackay, F.C.A., an esteemed member 
Passes of the profession and a former President of The 
Dominion Association of Chartered Accountants. 

The late Mr. Mackay, who at the date of his death was in 
his 76th year, was born in Epsom, England, of Scottish par- 
ents and was educated there and in Scotland. In 1889 he 
came to Canada and in 1897 established in Toronto the pub- 
lic accounting firm which bears his name. He was one of 
the charter members of the Dominion Association at its 
incorporation in May, 1902, and was elected to the office of 
President for the year 1906-07. 

Mr. Mackay’s interests were not confined to the profes- 
sion of the chartered accountant; they reached out in many 
directions, and honours came to him from abroad. He was 
a Fellow of the Royal Economics Society, a Fellow of the 
Royal Statistical Society and a member of the Royal Socie- 
ties Club of London, England. 

To the widow, the two sons (of whom one is a practising 
chartered accountant in Toronto) and the daughter, the 
Association extends its sincere sympathy. 
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GRAIN HEDGING AND SPECULATION* 
By William H. Gray, B.Com., Winnipeg 


a. principal object of futures trading is to make pos- 
sible the shifting by grain merchants of the risks of 
price fluctuations through the process of hedging. Hedging 
is a device to protect against the risk of loss from a sale 
or purchase of cash grain through fluctuations in price, by 
balancing against the sale or purchase an equivalent pur- 
chase or sale of futures. It is based on the tendency for 
the prices of cash grain and of futures to move together, 
rising and falling simultaneously and maintaining a more 
or less constant difference. Anyone standing to lose by a 
fall or rise in the price of cash grain hedges by assuming 
a position in the futures market such that a loss or gain 
resulting from the cash grain transaction will be offset 
by an equal gain or loss on the futures transaction. Thus 
the holder of actual grain hedges by selling an equivalent 
amount on the futures market, that is, he assumes a short 
position on the market. A trader is said to be short when 
he has sold futures in excess of his purchases of futures, 
and conversely he is long when he has bought futures in 
excess of his futures sales. He is said to place his hedge 
when he buys or sells futures equivalent to his cash grain 
trades, and he is said to lift his hedge when he closes out 
his futures trades. The hedger does not intend to take de- 
livery on futures contracts but is interested only in the 
gains to be received or the losses to be paid on the con- 
tracts when the trades are closed out prior to the delivery 
month. An absolute necessity of hedging operations is the 
existence of a continuous wide market for futures. Cash 
wheat is traded at any time, in any quantities and at any 
prices, depending on the unpredictable movements of the 
market, and of world and local supply and demand. If cash 
grain is to be effectively hedged it must be possible to buy 
and sell futures at any time in any quantities. There must 
be a place where a buyer or a seller is always available at 
a price, and the Grain Exchange provides such a place. 





*This article is part of a thesis on “The Functions and Operations 
of the Winnipeg Grain Exchange,” submitted in 1939-40 to Queen’s 
University, Kingston, in the course leading to the degree of Bachelor 
of Commerce. Mr. Gray’s article, “The Lake Shippers’ Clearance 
Association” appeared in the October 1940 issue. 
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Levelling Price Fluctuations 

A wide market, however, is impossible without the 
presence of speculators. It is true that hedges are placed 
both by buying and by selling, depending on whether the 
protection sought is against a price rise or a price fall, but 
it would be only coincidence if a seller for hedging purposes 
sold to a hedging buyer. There is no connection between 
them, and therefore the speculator is needed to provide a 
ready market. A successful speculator must be a man with 
an intimate knowledge of the forces of world supply and 
demand. He forecasts the trend of prices and backs his 
judgment by buying if he expects a price rise and by sell- 
ing if he expects a fall. His reward for correct judgment 
is the profit he makes by closing out his trade when the 
price moves as anticipated. Apart from his service in 
widening the market, the speculator performs a valuable 
economic function in levelling price fluctuations. When a 
speculator correctly anticipates a rise in price and therefore 
buys, his bullishness tends to raise the price gradually to 
the point anticipated. Without his action, the price would 
continue steady until the coming economic forces suddenly 
raised it. Correct anticipation has the same levelling effect 
in dropping prices. 

The market is widened also by spreaders and scalpers. 
Spreading in the grain and produce markets corresponds to 
arbitrage in the security markets. If the Chicago market 
price seems to be too high relative to the Winnipeg market 
price, then spreaders will buy on Winnipeg and sell on 
Chicago, hoping by this means to make a profit when the 
markets come back into line. This process has the effect 
of equating grain prices in the various markets of the world. 
Scalpers, on the other hand, might be likened to very short 
term professional speculators. They take advantage of the 
slight minute to minute price fluctuations which take place 
during the course of a trading session, closing out and 
transacting new trades continuously. They take quick 
profits or losses as low as an eighth or a sixteenth of a cent 
per bushel, and balance their sales and purchases before the 
market closes. Thus they may sell at the opening, when 
there is a demand for futures by exporters on account of 
their overnight business, and buy later in the morning 
when the elevator companies are making hedging sales on 
the basis of country purchase reports. The effect of scalpers 
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is to reduce the spread between the high and low prices 
during the course of a session, and to further broaden the 
market. 


Hedging by the Farmer 

Some examples of typical hedging operations will illus- 
trate some of the factors involved. Hedging may be carried 
on by producers. Suppose a farmer, during August, with 
his crop still on the farm, decides that the October wheat 
price of one dollar is satisfactory to him. He cannot sell 
cash wheat directly on the Exchange to take advantage of 
the prevailing price because his wheat is not in a market- 
able position at the lakehead. He may, however, guarantee 
the price by a hedging sale of October futures. As long 
as he sells his wheat as cash wheat by October and simul- 
taneously buys back his October futures, he will get one 
dollar per bushel regardless of how the price moves. Sup- 
pose the cash price has fallen to eighty-five cents, then, 
assuming an equal fall in the October futures price, his 
transactions can be summarized as follows: 





Per Bushel 
Sold October wheat futures at .......cccccccsscccscee $1.00 
Bought back October wheat futures at ................ 85 
Sine SUN I Shh Es aca torn etnies Save Sores a ew Bis Ad 
ee NE IN IRD cst cis oa aes 3G Nhe wisiseiis wee 85 
SEE TENE A MORE 5s ceca micah osu woe Geeuwes $1.00 


It is obvious that by so guaranteeing his price the farmer 
eliminates the possibility of gain from price changes as well 
as the possibility of loss, since a rise in price will result 
in a loss on futures which will balance the gain on cash 
wheat. Hedging by producers is not general since most of 
them sell, when the price suits them, to their local elevator 
and get the current market price for that day. 


Elevator and Milling Companies 


The most common form of hedging is that used by the 
line elevator companies. These companies buy grain at 
thousands of country points on the basis of prices existing 
on the Exchange on the day of purchase. Yet perhaps 
months will elapse before the grain reaches the lakehead 
and can be sold. The companies protect themselves by 
selling futures daily to correspond with their country grain 
purchases. Each elevator agent reports daily to his Win- 
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nipeg head office the amount of his purchases, and the com- 
pany’s representative in the pit sells futures to that amount. 
When the grain is sold, the futures are bought back. An 
example of hedging transactions of this type, in order to 
show more clearly the actual conditions, must take account 
of the cost of carrying the wheat from the time of purchase 
to the time of sale. The following illustration is much like 
the previous one but it assumes that the futures price is 
five cents higher than the cash price at the time of purchase 
of the cash wheat, this spread representing the carrying 
charges at one cent per month from December to May. It 
also assumes a five cent price rise instead of a price fall. 
The transactions are numbered in order of execution. 


Per Bushel 


(1) December 15—Buy wheat on basis Fort William at $1.00 
(3) March 15—Sell cash wheat at Fort William at 1.20 





Gross gain on actual wheat « .......0.se.8. .20 
Less carrying charges for three months.. 03 
TROL ee I WAUE aks: ss. cele oslo d Seis Sarees $ .17 
(2) December 16—Sell May futures at ................ $1.05 
(4) March 15—Buy May futures at ................ 1.22 
Gt TORN OM TUCUEOS aides ecsiavialce wis s:0i000 0 os $ 17 


The elevator company has therefore neither gained nor 
lost through the price change. Its profits arise from elevat- 
ing, cleaning and commission charges, and some merchan- 
dising return on street purchases. Exactly the same type 
of hedging is used to protect grain and flour in the pos- 
session of millers who have not yet made sales contracts 
for it. 

Buying hedges are used by millers when they contract 
to sell flour or grain products for future delivery and at 
the time have not the grain in stock. If they agree to 
sell on the basis of the present market price, for delivery 
over a period of say six months, they buy futures at the 
same time so as to guarantee the price at which they can 
obtain cash wheat as needed throughout that period. When- 
ever they buy cash wheat for manufacturing, they sell a 
corresponding amount of futures. If the price rises, they 
lose on the actual cash wheat transactions but gain cor- 
respondingly on the futures transactions, and if the price 
falls, their gain on the cash wheat transactions equals their 
loss on the futures. 
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Hedging by Exporters 

Exporters may hedge stocks of grain until they can sell 
it to foreign importers, such sales usually being made 
through representatives at New York or Montreal. The 
Winnipeg exporter wires overnight offers, known as re- 
fusals, to New York subject to acceptance by morning. If 
they are accepted, the exporter buys back his futures at 
the market opening and so lifts his hedge. Instead of 
quoting a set price on such a sale, he may express it as, 
say, eight cents over May or the nearest futures month 
price. Then if the foreign importer has bought futures 
prior to his cash grain purchase and the exporter has pre- 
viously sold futures when he placed his hedge, the two will 
exchange futures at the current market price and wipe out 
their open trades. This price is immaterial to both because 
they have both hedged. The net price to them is subject 
only to changes in the spread between cash and futures 
prices and they have agreed to a spread of eight cents. 
Most cash grain trades operate on this basis, with the prices 
being quoted between traders in terms of a number of cents 
away from the nearest futures month price. 

It is clear that the effectiveness of hedging depends on 
cash grain and futures prices moving together, so that gains 
and losses will balance out. As a matter of fact, this can- 
not be depended on altogether and therefore hedging is 
not a perfect protection. The markets for cash grain and 
for futures are subject to independent influences of supply 
and demand and the spread between them varies somewhat. 
For instance, just before the close of navigation on the 
Great Lakes, spot grain may command a premium due to 
the demands for grain to be shipped to the ocean ports and 
thus be made available for winter export. Variations may 
arise also through a demand for futures at a time when 
hedges are being switched from one month to another. For 
example, if grain is hedged by a short position in May 
futures and the owner intends to hold it until June, then, 
before the end of May, he must buy May and sell July 
futures, otherwise he will have to make delivery on his 
contract. This is known as switching hedges, and may cause 
a slight rise in the May futures price if carried on heavily 
at one time. Hedging is still effective to a fairly high 
degree, although small gains or losses are to be expected. 
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Understanding by Public Needed 


It is extremely difficult to understand the viewpoint of 
opponents of futures trading, who claim that the profits of 
speculation come from the pockets of the producers. It 
is clear that if the grain dealers had to assume the risks 
of price fluctuations they would pay the farmers a great 
deal less in order to compensate for this risk. It is almost 
certain also, that this allowance for risk would be greater 
than necessary. Hedging makes it possible for small scale 
dealers to remain in business. Without it, only firms with 
very large capital could withstand inevitable heavy falls 
in price. Hedging greatly facilitates the financing of the 
crop movement by commercial banks. The grain trade 
creates the greatest seasonal demand in Canada for bank 
credit, with the average Western crop requiring a floating 
loan of roughly $100,000,000.1_ Bankers recognize the value 
of hedging, and, while generally they may advance loans 
on the security of unhedged grain to about fifty or sixty 
per cent of its current value, they will advance loans on 
hedged grain to about eighty-five or ninety per cent.’ 

The Turgeon Commission in 1925, after investigating 
complaints about the alleged evils of speculation and fu- 
tures trading, reported itself satisfied that the present 
system is of distinct value to producers. Among its con- 
clusions are the following: 


That a futures market permits hedging and that hedging by 
dividing and eliminating risks in price fluctuations reduces the 
spread between the prices paid to the farmer for his product and 
those obtained for it upon the ultimate market. 

That hedging facilitates the extension of credit and thereby 
reduces the cost of handling grain by making it possible for grain 
dealers to operate on less capital than would be the case otherwise. 

That speculative transactions tend to keep prices as between 
contract grades and as between present cash prices and cash 
prices in the future in proper adjustment to each other and to 
future conditions of supply and demand. 

That prices thereby tend to be stabilized and fluctuations re- 
duced. 


The findings in 1931 of the Stamp Commission which en- 
quired into trading in grain futures concur with the above 
in stating that futures trading “is of distinct benefit 
to the producer in the price which he receives.” 





1. S. E. Rae, “Financing the Western Grain Crop.” Addresses Be- 
fore the Grain Men’s Lecture Club, Season 1935-36 (Winnipeg), p. 109. 


2. Stamp Commission Report, 1931, p. 37. 
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INCOME AND COST ADJUSTMENTS 
As They Relate to Prior and Future Income Periods 


By C. B. Wade, Chartered Accountant, 
Kingston, Ontario 


Or’ THE published financial statements of Canadian public 
companies are found summations purporting to measure 
the “net profit for the year” or other period. Certain other 
items appear in these statements which, though excluded 
from the computation of “net profit for the year,” are part 
of the measurement of the change in the accounting valua- 
tion of proprietorship equity ; these are usually entered in a 
surplus account. 

It is assumed that the items excluded from “net profit 
for the year” represent transactions or changes in asset 
values which are not regarded as assignable—at least in 
whole—to either the gross income or the costs of the period 
in which they are booked. Otherwise, one assumes, they 
would be included in the measurement of “net profit for the 
year.” They are, then, assignable to the gross income or to 
the costs of either past or future accounting periods; that 
is, they form part of the measurement of the net income of 
periods other than the one in which they are recorded. That 
such items must exist is apparent from the fact that the 
accountant’s periodic net income calculation requires the 
correlation of realized income and costs. As is well known 
in estimating both these sums and in assigning them to 
different income periods errors cannot be avoided and are 
ascertained at dates that may be several years after the 
original, and erroneous, estimates or allocation. The most 
common examples probably are erroneous calculations of 
periodic depreciation, income taxes and interest costs in the 
form of bond discount. 

The accountants’ objective of a certain correlation be- 
tween income and costs is reflected in the following “account- 
ing rule” appealed to by the Committee on Accounting Pro- 
cedure, American Institute of Accountants:' “....Wwhena 
cost is incurred the benefit of which may reasonably be 
expected to be realized over a period in the future it should 
be charged against income over such period rather than 





1. Accounting Research Bulletin, No. 2, p. 14. 
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against income of the period in which the amount is paid 
or ascertained.” Conversely, when income is realized the 
cost of earning which may reasonably be expected to be 
incurred over a period in the future it should be credited 
as income over such period rather than in the period in 
which the amount is received or ascertained. Similarly 
income is excluded from the period in which ascertained and 
booked when the related costs have been recorded in past 
financial periods and costs are similarly excluded when the 
related income has been recorded in past financial periods. 
Such rules as these are in part recognized by The Companies 
Act, 1934, (Dominion), s. 112(1) (c) which refers to “adjust- 
ments affecting previous financial periods.” No mention is 
made of adjustments relating to future financial periods. 
An example of an adjustment which would be known to 
relate to future periods is the write-off in total of patents 
that are still effective. 


Purpose and Method of Study 

The purpose of this study has been to ascertain whether 
the published financial statements of Canadian public com- 
panies indicate substantial agreement among accountants 
as to what items of income and costs ascertained and booked 
in one accounting period affect the measurement of net profit 
of other periods, either past or future. 

The method of enquiry is based on the assumption men- 
tioned above, namely that where adjustments and transac- 
tions are recorded on the income statement but are not 
included in the computation of “net profit for the year,” 
they are regarded by the accountant as being assignable to 
other periods, and conversely all income and cost items in- 
cluded in the measurement of net income for a period are so 
included by virtue of the accountant’s judgment, based on 
certain rules of net income measurement, that they are as- 
signable to that period. 

The selection of items has of necessity been made from 
among those that were separately disclosed on the published 
statements. The twelve items, selected because they ap- 
peared frequently on the statements examined, are as 
follows: 

1. Reductions in the book value of fixed intangible 
assets. These reductions comprise write-offs of the follow- 
ing intangible fixed assets: rights (water rights, selling 
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rights), franchises, contracts, licenses, concessions, patents, 
goodwill, servitudes, brands, trade marks, leases, formulae, 
processes, circulation structure. They comprise, not peri- 
odic amortizations of such assets, but write-offs either in 
total or in part on one or several infrequent occasions. None 
of the 84 companies possessing any of the above assets 
made any attempt to amortize them periodically, except five 
that spasmodically amortized patents. 

2. Reductions in the book value of tangible fixed assets. 
These are write-offs of a nature similar to those of Item 1 
and do not then include amounts representing periodic 
depreciation charges. 

8. Reductions in the book value of investments. This 
item covers reductions made in the book value of marketable 
and non-marketable securities, either by decreases made on 
the asset accounts or by means of valuation reserves. 

4. Reductions in the book value of inventories. As will 
be illustrated below these reductions appear to be “special” 
adjustments of the book values of inventories and therefore 
do not reflect those that might be made where it is custom- 
ary periodically and consistently to value inventories at 
replacement cost or at selling price where these are below 
cost. A fuller discussion of this item occurs later. 

5. Special provisions for bad accounts. These comprise 
provisions for bad accounts where, as in some cases, it was 
explicitly stated that the related accounts arose out of 
previous years’ sales, and where this appeared to be the 
implication in the description of the item. 

6. The sale of tangible fixed assets at a book profit. 
These refer to sales of fixed assets at a price in excess of 
their net book value. 

7. The sale, or abandonment without sale, of tangible 
fixed assets at a book loss. The losses comprising these 
items represent deficiencies in past depreciation charges. 
The item does not include any losses that were charged to 
a reserve for depreciation because such charges are revealed 
on an insignificant number of published financial statements. 


8. The sale of investments at a profit. 


9. The sale of investments at a loss. These headings 
would appear to be self-explanatory. 


10. The redemption of bonds at a discount. 
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11. The redemption of bonds at a premium. The first 
mentioned item refers to a concern’s own bonds being pur- 
chased for redemption at a price less than their face value 
and the second to their redemption at a price in excess of 
their face value. 

12. Transfers from reserves created in previous finan- 
cial periods. These transfers were made from asset valua- 
tion, liability and equity reserves that had been created in 
periods prior to that in which the transfers to earned surplus 
accounts were made. Transfers from equity reserves are 
not in any sense adjustments of income or costs, but by 
virtue of the paucity? of information available on the finan- 
cial statements a segregation between these items and ad- 
justments of income and costs represented by releases of 
asset valuation and liability reserves, was found to be im- 
possible. 


Analysis of the Items 


The following table shows, in respect to each of the 
selected items, the number of companies that included and 
the number that excluded the items from the measurement 
of net income for the accounting period in which the items 
were booked together with the number of companies that 
on different occasions either included or excluded the items 
from the net income measurement, and the total number of 
companies recording and revealing each item. 

It must be borne in mind that the following table em- 
braces only those financial statements on which the items 
were disclosed. If any significant number of companies 
whose statements were perused recorded such items on their 
accounts but failed to disclose them on their published state- 
ments, it follows that the data may be unduly weighted in 
one direction. 

The accompanying table, section I, discloses that the 
overwhelming majority of the companies (97% and 91% 
respectively) excluded reductions in the book value of in- 
tangible and tangible fixed assets from the measurement of 
net income for the period in which the reductions were 
made. Apparently, then, it can definitely be stated that 
such adjustments are regarded as assignable to the income 





2. It was for example often impossible to ascertain whether the 
reserve from which the transfer was made was originally created 
by an expense charge or by a debit to earned surplus. 
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of periods other than the one in which the reductions were 
recorded. It is not known whether these “other periods” 
are of the past or future. The same conclusion can be 
drawn regarding another item in section I of the table, 
namely, transfers from asset valuation, liability and equity 
reserves created in previous financial periods. Here, how- 
ever, a significant proportion of the companies (15% and 
eight in number) included the amounts so transferred in 
their computation of “net profit” for the period in which 
the amounts were transferred. As it is impossible to con- 
ceive such amounts as being in any sense income of the 
period in which they were released to surplus, one must 
conclude that their inclusion in the net income measurement 
of such periods indicates objectives unrelated to periodic 
income measurement. 

















Inventory Adjustments and Bad Debts 


At first sight it would appear that the data of section I 
of the table on “Special provisions for bad accounts” and 
“Reductions in the book value of inventories,” indicates a 
consensus of opinion that such adjustments affect prior or 
future financial periods; the table shows 88% and 75% 
respectively, of the companies excluding these items from 
the income computation of the period in which they were 
booked. This conclusion is unwarranted, however, because 
in the first place the sample is very small and in the second 
place its size would strongly suggest that such items are 
not customarily disclosed on published financial statements 
and are therefore usually included in the measurement of 
net profit for the period. It is unreasonable to assume that, 
of the several hundred companies whose statements were 
examined for a varying number of years, only eight would 
have found their periodic provisions for bad debts to have 
been insufficient and only twenty-one would have found their 
inventory values to have required special adjustments. It 
seems more reasonable to assume, until the point can be 
fully tested, that most Canadian public companies make no 
distinction between bad debts arising out of different years’ 
sales or between changes in the values of currently pur- 
chased inventories and those that have been on hand for 
several income periods and require adjustment to current 
values. 


Furthermore the precise nature of these adjustments is 
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not usually revealed on the published statements as will be 
seen below. This furnishes an additional reason for caution 
in interpreting the data on these two items. 

The following table shows the descriptions of the “Re- 
ductions in the book values of inventories” and the method 


of treatment. 
TABLE II 
Descriptions given by twenty-one companies of the items:Reductions in 
the book value of inventories, and Method of treatment 
Included inthe Excluded from the 


measurement of measurement of 
“Net Profit for ‘‘Net Profit for 


the (period)” — the (period)” 
Company Description 
A Obsolete materials and supplies 
WONT eb.sis.260sc en eeeuacn x 


B Amounts written off inventories 
of nets, boats, cannery supplies, 


merchandise, etc. ........000. x 

Provision for slow selling lines 

ONG Sos sui sneaiseuscccanses x 
D Transferred to inventory reserve x 


E Amount provided for special ad- 
justment of the inventory values 
of stock-in-trade ............. x 
Reserved for inventories ...... ; x 
Provision for inventories ...... x 
Written off inventories — obso- 
lete parts and general revalua- 
PRO oe nd Seas ucss oss eo es 4 
Provision for loss on inventory 
PRMD casa cute scenecwics x 
Amount reserved against inven- 
MEE Lee ckbeanuceri er iun ss,0s x 
Transfer to inventory reserve . x 
Inventory losses on obsolete and 
slow moving merchandise .... x 
Obsolete stores, etc., written off x 
Reserve for depreciation in 
values of inventories ......... x 
03 (1) Materials and supplies— 
amounts written off .... x 
(2) Amount written off value 
OF WMMMRINY nose cisions x 
(3) Amount written off value 
OF WIEERY oiscccicciscass x 
Adjustments in the book value 
ir IP EI soos is osc ie ss x 
Q Transfer to cotton reserve .... x 


a qo y 


=. CR 





3. Wherever the items of this table were found in more than one 
income period, this has been indicated by the bracketed numerals. 
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Reserve against inventories ... x 
Special inventory reserve ..... x 
(1) Adjustments affecting years 

prior to 1988 .... addi- 

tional amounts transfer- 

red to reserve against 

| x 
(2) Stores written down ..... x 
U Inventory adjustment ........ x 


It will be noted that only company T explicitly states 
that an adjustment relates to prior financial periods. How- 
ever, because of the phraseology used it may reasonably be 
assumed that the adjustments made by the following com- 
panies, namely A, C, H, L and M, were in relation to inven- 
tories that had accumulated over several income periods. 
It will be seen that all these companies excluded the adjust- 
ments from the computation of the “net profit” for the 
periods in which they were made. 

Table III below gives the information on the bad debts 
provisions, similar to that of Table II. 


HM hy 


TABLE III 
Descriptions given by eight companies of the items: Special provision 
for bad accounts, and Method of treatment 
Included inthe Excluded from the 
measurement of measurement of 


o 
“Net Profit for ‘Net Profit for 
the period)” the period)” 


Company Description 
A (1) Reserves for doubtful bills 
and accounts receivable 
incurred in prior years x 
(2) Reserves for doubtful bills 
and accounts receivable 


incurred in prior years x 

B Provision for receivables ...... x 
Cc Special reserve for bad debts . x 
D Additional contingencies provi- 

sion set aside against receiv- 

WE Aca ones AG cies ei ates wi x 
E Reserve for deferred accounts 

STO GORE. 100). Si o.05c:55 0008 x 
F Adjustment to reserve for bad 

errr eee x 
G Special reserve for doubtful ac- 

GONE i554 Focisacind serine sree x 
H Adjustments affecting years 


prior to 1983: Additional 
amounts transferred to reserve 
against receivables ........... x 
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It will be observed that company A even though explicitly 
stating that the amounts charged are assignable to the costs 
of previous financial periods included the charges in the 
figure it described as representing “Net profit for the year.” 


Companies E and H explicitly state the charges relate 
to prior years, while in the case of companies C, D, F and G 
this can reasonably be assumed. 


Dissimilar Treatment of Certain Items 


Turning now to Section II of Table II, it is seen that no 
indication is given suggesting any substantial agreement 
among accountants as to which of the items are applicable 
to past or future periods, with the exception of losses on the 
sale of investments. However, in view of the fact that a 
minority of companies excluded profits on sales of fixed 
assets and investments, while a majority included profits on 
such transactions, the inevitable question is: are items in- 
cluded or excluded from the measurement of “net profit for 
the period” by reference to considerations other than such 
rules of periodic income measurement as were discussed at 
the beginning of this study? If losses on the sale of fixed 
assets and investments are applicable to periods other than 
the ones in which the losses are booked, so are profits. 


This is more clearly shown on the following table which 
re-arranges the data of Table I, and gives further analysis 
of the accounting treatment of selected items. 


Percentage of 

total number 

of companies 
I Items that were excluded by 51% or more of the 


companies: 
The gale of investments At @ 1088... cscececcsies 68 
The sale (or abandonment without sale) of fixed tang- 

EE NINES WEL UN BONS as 55.5 ino ie iw io-sin 0s desc a0 66 
The redemption of bonds at a discount .............. 60 
Reductions in the book value of investments ........ 60 
The redemption of bonds at a premium .............. 56 

II Items that were excluded by less than 51% of the 

companies: 
The sale of fixed tangible assets at a book profit ...... 36 
The sale of investments at a profit .................4. 34 


The pertinence of the question asked above is clearly 
suggested by the data of column 3 of Table I. It will be 
noted that five companies, in different accounting periods, 
did not apply the same treatment to “Reductions in the book 


106 











INCOME AND COST ADJUSTMENTS 


value of investments,” four companies were inconsistent in 
their treatment of profits on the sale of investments and 
six in their accounting for discount on bonds redeemed. 

However, one important consideration must be borne 
in mind; the above has shown that the majority of the 
sample included profits on the sale of fixed assets and in- 
vestments in the calculation of “net profit for the... .” and 
that the majority excluded losses on the sale of these assets, 
but the data does not show whether the companies that 
included the profits are the same ones that excluded the 
losses, and in fact in the majority of cases this is not so. 
Of the 101 companies (39 + 62, column 4) revealing profits 
or losses on the sale of fixed assets only ten disclosed both 
on the statements that were examined. Of these ten, four 
were inconsistent; that is, they included profits on the sale 
of fixed assets and excluded losses. Of the 120 companies 
(95 + 25, column 4) revealing profits or losses on the sale 
of investments only nineteen showed both profits and losses 
on the statements examined. Of this group of nineteen, 
sixteen accorded the same treatment to both their losses 
and profits. 

Greater inconsistency, however, was found in the case of 
those companies recording discount and premium on the re- 
demption of bonds. Of the 63 companies (33 + 30, column 
4) disclosing these items only eight disclosed both types of 
transactions on the statements examined. Of this group 
only three were consistent in their treatment of the two 
items. 

Conclusions 

The data of this study would then seem to indicate sub- 
stantial agreement among accountants that the following 
three types of adjustments are applicable to the income 
measurement of periods other than the ones in which they 
are booked, namely, reductions in the book value of intang- 
ible fixed assets, reductions in the book value of tangible 
fixed assets, and transfers from asset valuations, liability 
and equity reserves created in previous financial periods. 

The existence of a predominant practice and of wide 
agreement is not so clearly indicated however for the items 
of section II of Table I. 

Finally, the need for further study is suggested by the 
data showing so many companies excluding certain losses 


FEBRUARY, 1941. 107 











THE CANADIAN CHARTERED ACCOUNTANT 


from “net profit” and so few including similar profits. One 
seems justified in wondering whether or not items are some- 
times included or excluded by virtue of considerations other 
than the application of accounting standards of income 
measurement. 


THE REPORT OF THE SIROIS COMMISSION 
By Professor J. A. Corry, Kingston, Ontario 


Editor’s Note: This is the third and concluding article by Pro- 
fessor Corry on the Report of the Rowell-Sirois Commission on Domin- 
ion-Provincial Relations. The first article was published in our 
December issue and was a review of Book I of the Commission’s Report 
which explained how Canada got into its present difficulties; the second, 
published last month, outlined the Commission’s plan of getting out of 
these troubles, and the third instalment examines some of the recom- 
mendations of the Commission. 


III. 


y A previous article, the re-allocation of responsibilities 

and revenue sources recommended by the Commission 
was discussed. The Commission proposes that the Do- 
minion take over sole responsibility for unemployment and 
the burden of the existing provincial debts and that the 
provinces relinquish the right to impose corporation tax, 
personal income tax and succession duties as well as the 
present federal subsidies. If these adjustments were made, 
some provinces would still show a gap between their re- 
maining revenues and their remaining expenditures. The 
provinces are to be assisted in meeting these deficiencies by 
annual federal grants. Of course, the Dominion could not 
be expected to underwrite every deficit, however large, 
which a province might see fit to incur. If the provincial 
governments were no longer under the urgent necessity of 
balancing their budgets, it would be an invitation to care- 
less expenditure—an undermining of the habits of financial 
responsibility. The Commission had to find some principle 
for determining how far the Dominion should go in assist- 
ing any province and some method for making an approxi- 
mate calculation of the amount. 
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The principle adopted is that each province should be 
put in a position where it can furnish certain essential public 
services at the average level of these services for the whole 
country without levying taxation excessively higher than 
the average provincial level of taxation. If it is shown that 
a particular province cannot provide a range and quality 
of these services equal to the national average without 
burdening its people with taxes markedly in excess of the 
national average of taxation, it is entitled to a national 
adjustment grant which will enable it to do so. In the 
judgment of the Commission, the essential services are 
education, public welfare and economic development. An 
estimate, necessarily rough, was made of the average pro- 
vincial expenditures on education, public health, old-age 
pensions and various aids to the unfortunate. The test of 
adequacy of developmental services was made by taking 
the expenditures of each province on highways, agriculture, 
forestry, etc., in a period which is regarded as normal. The 
weight of taxation was estimated, not by taking rates only 
but by comparing total provincial-municipal taxation in a 
province with the total income of the people of the prov- 
inces. In this way, an approximation of the national aver- 
age weight of taxation was arrived at. The formula was 
then applied to each of the provinces in turn. The reckon- 
ing indicated that all provinces except British Columbia, 
Alberta and Ontario should get annual national adjustment 
grants, ranging in amount from $750,000 for Prince Edward 
Island to $8 millions for Quebec. In addition, Saskatchewan, 
suffering from the tribulations of its major industry, was 
awarded an emergency grant of $2 millions on the basis of 
1939 conditions. 

The method of arriving at the formula is obviously a 
matter of crucial importance but space does not permit 
extended discussion. An informed judgment on it can only 
be made by following through carefully the application of 
it to each of the provinces. In this review, attention will 
be directed to the main outlines of the scheme and to certain 
considerations which should be kept in mind in forming a 
judgment upon it. 


National Adjustment Grants 


It is proposed that the original national adjustment 
grants should be irreducible but that they should be re- 
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viewed every five years to give provinces a chance to claim 
an increase, or in the case of British Columbia, Alberta and 
Ontario, to show that changes in their circumstances now 
entitle them to a grant. Such a review would have to be 
based on the national average of services and weight of 
taxation at that time. Accordingly, it is proposed that a 
permanent Finance Commission be established and charged 
with keeping up to date the statistics necessary to apply the 
formula from time to time. This body would act in an 
advisory capacity to the Dominion government in future 
revisions of the national adjustment grants. Any province, 
faced with a calamity like the drought in Saskatchewan, 
could apply at any time for an emergency grant. But such 
grants would be given only from year to year and would 
be reduced and finally withdrawn as soon as circumstances 
permitted. 

If a province were free to borrow as it pleased, it could 
pile up debt charges and soon show that application of the 
formula would entitle it to an increase in its grant. The 
Commission tried to meet this danger by providing that if 
a province wishes to be entitled to include debt charges as 
a legitimate expenditure in a future claim for a grant, it 
must get the borrowing approved in advance by the Finance 
Commission. It is not intended to forbid a province from 
borrowing on its own responsibility. But, in practice, a 
province would hesitate to borrow without the approval of 
the Finance Commission, particularly because unapproved 
loans probably would not be available on such advantageous 
terms. Thus adoption of the Commission’s financial plan 
would involve a very real control of provincial borrowing 
by the Dominion. 


Dominion Control Limited 


On the other hand, the plan does not contemplate any 
Dominion control over provincial operations on current ac- 
count. On the contrary, it is explicitly affirmed that 
provinces should have full freedom and responsibility in 
carrying out the functions and exploiting the sources of 
revenue which remain to them after the adjustment. If 
a province wishes to operate its services frugally and to 
lower taxation, it is free to do so. If it wishes to take a 
high proportion of the provincial income by taxation and 
distribute it in the form of collective services, that is a 
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matter between the government and the people of the prov- 
ince. If it thinks it preferable to skimp on public welfare 
services and to try to increase general prosperity by spend- 
ing liberally on the development of its economic resources, 
that is its own affair. In the spheres reserved to the 
provinces, the Commission wants provincial autonomy to be 
real and vital. 

No strings are attached to the national adjustment 
grants. The Commission considered the technique of con- 
ditional grants and rejected it except for very special 
circumstances. In recent years, Canada has had a good 
deal of experience with conditional grants. The Dominion 
made grants to the provinces for specific purposes such 
as relief, old-age pensions, employment offices and technical 
education, and then tried through audit and inspection to 
control provincial execution of these purposes. Examination 
of the results show that federal control was never really 
effective. Perhaps its most noted achievement was to cause 
friction and irritation between Dominion and provincial 
governments and thus to intensify the political dissension 
of the past few years. 

One of the most important causes of inter-governmental 
friction has been the size of the federal subsidies and grants. 
In 1987 the total of these transfers to the provinces ex- 
ceeded $100 millions. It is scarcely to be expected that the 
Dominion would pay over such large sums without trying 
to control the expenditure of them and it is understandable 
why the provinces should be restive under federal inter- 
ference with so large a portion of their expenditures. More- 
over, when about one-third of total provincial revenues are 
derived from the Dominion treasury, the calculation of how 
the amount is to be allotted between provinces inevitably 
becomes a bone of contention between governments. It was 
therefore considered imperative to reduce the size of these 
transfers. The annual total of the new national adjustment 
grants as calculated by the Commission does not exceed $15 
millions thus reducing greatly the size of the bone to be 
contended for. 

Fiscal Need 
The formula of fiscal need, as it is called, is admittedly 


complex. But there is no reasonable prospect for many of 
the provinces being able to meet the responsibilities of the 
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twentieth century without federal assistance. In these cir- 
cumstances the question is whether fiscal need is the 
appropriate test. On this point there are several considera- 
tions to be noted. Many times in the past, different 
provinces have agitated for, and got, “better terms” from 
the Dominion. Generally, fiscal need was the real, though 
unacknowledged, basis of the demand. Provinces did not 
normally ask aid until they needed it. But hitherto the 
demand has never been couched in these terms. In the 
earlier claims and in some of the later ones, the basis was 
either that the subsidy formula devised at Confederation 
had not been fairly applied to the province in question or 
that the spirit of some of the terms of the Confederation 
bargain had not been carried out. Fiscal need was cloaked 
in terms of legal or quasi-legal right. In recent years, the 
tendency has been to base provincial claims on the unfair- 
ness of the operation of the federal system. It has been 
claimed that federal railway tariff and monetary policies 
have had an adverse effect on some provinces and that these 
provinces are entitled as of right to be compensated for 
these adverse effects by the Dominion. 

Claims of both types were advanced before the Commis- 
sion. After careful consideration, the Commission denied 
that the provinces concerned had any definable rights aris- 
ing out of these claims. More important, they rejected both 
of these methods for seeking financial readjustments be- 
tween the provinces and the Dominion. Claims of the first 
type naturally grow more tenuous and involved as time goes 
on. The plausible ones have all been fully exploited. Any 
approach to agreement on them is impossible. It is impos- 
sible now to say what, if anything, should have been done 
at Confederation to put a particular province on a plane 
of equality with other provinces. And even if this mys- 
terious something had been done, it is highly improbable 
that it would have made the province substantially better 
off than it is today after its “rights” have been ignored 
for seventy years. That is to say, these claims based on 
historical right have no relation to present realities. This 
is so obvious as to warrant a guess that most of the subsidy 
revisions of the past were not really based upon the validity 
or money value of the claim put forward but upon how 
much was necessary to put the provincial government on its 
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feet—fiscal need. The old method for revising subsidies 
has played itself out. 


National Needs Should Dictate Dominion Policies 

Claims of the second type are equally intangible and 
threaten the existence of national unity. For to say that 
the Dominion is accountable to a province for the adverse 
effects of tariff or other federal policy on that province is 
to make the Dominion the agent of the provinces and not 
the embodiment of a nation. It is to assert that the parts 
are more important than the whole. If Canada is a nation 
and not an uneasy marriage of convenience between nine 
provinces, there can only be one tenable view of this issue. 
The Dominion government is responsible to the people of 
Canada and to them alone. If the national policies pursued 
by the government have not been in the best interests of 
the nation as a whole, they should be changed and every 
Canadian is entitled to urge the change. If they have been 
in the best interests of the nation as a whole, then any in- 
cidental injury they may have caused to particular individ- 
uals is a matter between them and the nation as represented 
by the Dominion government. Disabled war veterans are 
entitled to pensions due to the national policy of participa- 
tion in the war of 1914-18. But has it ever been suggested 
that a province should be able to claim against the Dominion 
because the flower of its youth were killed or disabled? 

Of course, some provinces—or rather, the residents of 
some provinces—have been adversely affected by tariff and 
other policies of the Dominion. But they have been favour- 
ably affected by other policies. It is impossible to draw 
up a balance sheet on these matters which will command 
agreement among those who are disposed, on other grounds, 
to disagree. It is impossible if for no other reason than 
that we cannot calculate what the position of any province 
would now be if other national economic policies had been 
followed. Obviously, if any province is to make good a claim 
for damages because of adverse effects of national policy it 
must be able to show how much better off it would have 
been if some other policy had been adopted. 

The most serious effect of this type of claim is its threat 
to national unity. Whether we like it or not, Dominion rail 
way, tariff and other policies pursued consistently for over 
two generations are the foundations on which the nation 
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was built. Up until 1920, these policies by which the Do- 
minion was promoting development on a national scale were 
powerful unifying influences. Since that time, there has 
been an increasing tendency for certain provinces to regard 
these policies as grievances rather than net advantages. 
What used to help to unite us is now tending to divide us. 
A community which goes on disputing about the fairness 
of the foundations on which it rests will not remain a 
nation indefinitely. To use the concept of the harmful effect 
of national policies as a basis for financial readjustment be- 
tween the provinces and the Dominion would be disastrous. 

It would be equally disastrous not to realize what leads 
particular provinces to attack the federal economic policies. 
Some provinces have not prospered under Confederation in 
comparison with others and the policies of the Dominion 
government have contributed to the disparity. This brings 
their governments into fiscal difficulties. It is safe to guess 
that provincial governments are really concerned with pres- 
ent realities rather than with past wrongs, real or fancied. 
But if present difficulties cannot be tolerably adjusted by 
a frank acceptance of the principle of fiscal need, there will 
be an inevitable perpetuation of controversy over the fair- 
ness of the terms on which the different provinces are asso- 
ciated in the federation. 

To sum up this digression into the philosophy of federal- 
ism, the Commission is satisfied that the real basis upon 
which Dominion-provincial financial adjustments have been 
made in the past is fiscal need; that failure to acknowledge 
this has resulted in the intrusion of many untenable, con- 
tentious and divisive considerations and that the only hope 
of enduring federal harmony is to accept the principle of 
fiscal need as the inevitable basis on which adjustments 
must be made. However, it does not champion this prin- 
ciple merely on negative grounds—the avoidance of strife. 
It supports the principle on the ground that the national in- 
terest will be served by its adoption. 

A democracy must educate its citizens to the respon- 
sibilities of citizenship. There is a national interest in 
maintaining educational services everywhere at or above a 
certain minimum level. There is a national interest in main- 
taining minimum levels everywhere in public health ser- 
vices, prevention of destitution and relief of misfortune. 
To put it generally, the Commission argues that the upkeep 
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of the services it has selected in devising its test of fiscal 
need is a vital national interest and that the Dominion is 
the appropriate instrument for ensuring that provincial 
governments shall be able to keep them up. This does not 
mean that provinces with inferior resources and declining 
economic possibilities should enjoy the same standard of 
living as the more favoured ones. It merely means that 
every Canadian has an interest in maintaining a minimum 
structure of civilized life in every part of the country. 


Anticipated Benefits of Proposed Financial Plan 


The Commission claims that adoption of its financial 
plan would improve the fiscal position of all provincial gov- 
ernments and enable several of them to raise their present 
level of services substantially. Everyone knows that gov- 
ernment revenues are not dropped down the chimney by 
the stork—the added burdens would fall on the Dominion 
treasury and then be handily shifted to the Dominion tax- 
payer. Adoption of all the Commission’s recommendations 
would bring some substantial economies, yet the Commis- 
sion estimated that, on the basis of the 1936-39 average, 
the plan would cost the Dominion about $40 millions a 
year. Until it is known what Dominion taxes would be in- 
creased to make up this sum, it is impossible to say exactly 
how the added burden would be borne but there can be 
little doubt that most of it would fall on taxpayers resident 
in the richer provinces. 

When the taxpayer views the prospect of this additional 
$40 millions with natural distaste, two considerations should 
be kept in mind. First, the Commission believes that the 
economies made possible by the plan would increase as time 
goes on. Second, and more important, they strongly main- 
tain, with much fortifying argument and data, that the 
re-allocation of powers and responsibilities which they pro- 
pose would tend to raise the total national income substan- 
tially. A wiser taxation system would take stifling tax 
burdens off industry. The extended fiscal powers and the 
undivided responsibility for dealing with unemployment 
which the Dominion would have under the plan would enable 
it, by appropriate measures, to flatten out both booms and 
depressions, maintain employment, and establish the Can- 
adian economy on a less precarious base. It is, of course, 
impossible to prove that this would be the case just as it is 
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impossible to prove any prediction in social and economic 
matters, but the Commission’s reasons for thinking it pos- 
sible deserve the closest consideration. For it is this con- 
viction that, by taking thought, we can add to the national 
income, as much perhaps as any other consideration, which 
shaped the Commission’s financial plan. Moreover, if this 
conviction does not rest upon highly persuasive grounds, 
the plan loses some of its cogency. It is a vitally important 
part of the Commission’s argument that we can reasonably 
expect its proposals to result in an expansion of the national 
income, in which case the burden of the added taxation 
would not exceed, and might be less than, the tax burden of 
today. 

Discussion in this and the preceding articles has been 
concentrated on the financial plan put forward by the Com- 
mission. Many other issues arising out of Dominion-pro- 
vincial relations received their attention. There is scarcely 
a problem arising out of these relations on which they did 
not make some recommendation because the entire opera- 
tion of the federal system was placed under review. All 
these other recommendations are important but they are 
overshadowed by the urgency of the financial problem. The 
Commission will be judged on the wisdom of their plan for 
revising the financial relationships of the Dominion and the 
provinces. The present purpose has been to comment on 
this part of the Commission’s work. 
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JUDGMENT RESPECTING LIABILITY OF AUDITORS 
Appeal of Guardian Insurance Company Dismissed 


JN OUR April 1940 issue we published the judgment of 
= the Court of Appeals of the Province of Quebec which 
reversed a judgment of the Superior Court holding Sharp, 
Milne & Co., a Montreal firm of chartered accountants, 
responsible for the defalcations of an employee of the 
Claude Neon Company of which they were the auditors. 
The action against the auditors had been taken by The 
Guardian Insurance Company of Canada, which appealed to 
the Supreme Court of Canada against this judgment of the 
Court of Appeals. 

The judgment of the Supreme Court was unanimous. 
That of Crocket, Davis and Hudson, J.J. was delivered by 
Davis, J., and is published below; that of Hudson and 
Taschereau, JJ. was delivered (in French) by Taschereau J. 


Davis, J.:—Claude Neon General Advertising Limited (hereinafter 
for convenience called “the company”), with head office in the city of 
Montreal in the province of Quebec, carries on the business of manu- 
facturing and leasing advertising signs. The company was incorpor- 
ated in 1929 for the purpose of consolidating the activities of several 
advertising businesses theretofore carried on separately and became 
one of a group of nine companies whose consolidaied balance sheet 
shows total assets to the amount of approximately four million dollars. 
That indicates in a general way the nature and extent of the business 
of the company. 

In November 1935, shortly after a collector of accounts in the em- 
ploy of the company had introduced for his own protection the use of 
a counterfoil receipt book, the auditors discovered that the company’s 
cashier, Clement, had stolen some money from the company. He had 
been a trusted employee against whom there had never been any 
suspicion of wrongdoing but when the defalcation was discovered an 
investigation was at once commenced to ascertain if there had been 
any other defalcations by this man. A thorough investigation of all 
customers’ accounts, deposit slips, bankruptcy dividends and agree- 
ments with customers was made, with the result that this special 
investigation disclosed that comparatively small sums of cash had 
been taken by Clement from time to time from as early as 29th 
January 1931 (when $13.50 was taken) over a period of nearly six 
years, the total amounting to $6,756.41. Each of the items going to 
make up this total was a comparatively small sum, such, for instance, 
as $11.50, $7.00, $21.25, $18.65, $2.00, $14.44, $6.20, $1.74, $83.25, 
$10.31, $27.50, $19.00. I have picked out these items at random through- 
out the long list. In only a few instances was more than $100 taken 
at one time; the defalcations were usually of small amounts at a time. 


One at once asks how this sort of thing was done in that it was 
not discovered for nearly six years. The obvious answer on the evi- 
dence is that Clement was fully trusted by his superior officers in the 
large business, that there was no suspicion that anything like this was 
going on. And one naturally asks then, How did Clement do this so 
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as to evade discovery? Like most consistent practices of fraud, the 
system when explained seems very simple, though perhaps ingenious 
at its inception in the mind of the guilty party. What happened was 
this: Clement from time to time induced Tulloch, the assistant treas- 
urer of the company whose duty it was to supervise Clement and who 
was specifically entrusted with credits and bad debts, to write off some 
comparatively small accounts as bad debts, though apparently Clement 
himself regarded them as accounts from which the company might well 
receive some further payments. These accounts, I should think 
negligently by Tulloch, were closed and written off on the books of the 
company and became dead accounts. No further monthly or other 
statements of account went out to these customers and therefore if 
any of them subsequently paid in anything on their accounts they did 
not thereafter receive statements of account which would have indi- 
cated at once that their payments had not been properly credited to 
their accounts on the books of the company. Further, there were 
accounts of persons or firms which went into bankruptcy; when notice 
of bankruptcy was received the company filed its claim with the trustee 
in bankruptcy and these accounts were then closed out on the books 
of the company. Other accounts from time to time were given over 
to the solicitors of the company for collection and when that was done 
these accounts were closed on the books of the company and no further 
statement of account was sent by the company to the customer; the 
matter was left in the hands of the solicitor. Those three named 
elasses of accounts, I take it from the evidence, represent the basis 
of the system upon which Clement, the cashier, worked in taking 
moneys from the company. He did it this way: the company had an 
ordinary cash ledger in which he daily recorded or was supposed to 
have recorded all the incoming moneys which in most cases were by 
cheques but in some cases by small cash payments. .Every day the 
cashier sent, or was supposed to send, all the moneys taken in that 
day, whether represented by cash or by cheque, to the company’s bank 
for deposit. On the whole this was done faithfully day after day 
during the six years in question. But from time to time in order 
to take some money to himself Clement did this: having received a 
cheque from a bankrupt estate or from the company’s solicitor on a 
collection or in respect of one of the accounts that had been written 
off as a “bad debt,” he would hold the particular cheque and not enter 
it in the cash ledger. And then, when sufficient cash was in to amount 
to or exceed the amount of the cheque, he deposited the cheque at the 
bank to the company’s credit but would take to himself the equivalent 
amount out of the cash in hand. It is plain that each day Clement 
deposited or caused to be deposited in the company’s bank the exact 
amount of money, represented by cheques or cash, which was shown in 
the cash ledger of the company as having been received that day by 
the company. The amount of the daily deposits as shown on the 
original bank statements to the company agreed exactly wtih the 
amount of the daily receipts as shown in the company’s cash ledger. 

The company carried a fidelity bond on its employees which had 
been issued to it by the appellant, Guardian Insurance Company of 
Canada, and the appellant paid the company in respect of Clement’s 
defalcations $5,000, being the full amount of the bond. Upon payment 
the appellant took from the company a document headed “Subrogation 
Receipt,” in which the company acknowledged receipt of the $5,000 
from the appellant in full settlement of all claims and demands under 
the bond in respect of defalcations on the part of Clement and, in con- 
sideration of such payment, the company 

hereby assign and transfer to (the Guardian Insurance Company 


118 











JUDGMENT RESPECTING LIABILITY OF AUDITORS 


of Canada) each and all claims and demands against any other 
party, person, persons, property or corporation, arising from or 
connected with such loss and the said (the Guardian Insurance 
Company) is hereby subrogated in the place of and to the claims 
and demands of the undersigned (Claude Neon General Advertis- 
ing Limited) against said party, person, persons, property or cor- 
poration in the premises to the extent of the amount above named, 
and the said (Guardian Insurance Company) is hereby authorized 
and empowered to sue, compromise or settle in its name or other- 
wise to the extent of the money paid as aforesaid. 


The document is dated 10th July 1936. 


Neither the appellant nor the company itself took any proceedings 
against Clement to recover the amount of his defalcations, or any part 
of them, but the appellant commenced this action on 10th November 
1936, in its own name, against the auditors of the company (who are 
the respondents in this appeal) to recover $5,000, the amount it had 
paid on its bond, alleging that the “theft or misappropriation or 
fraudulent conversion” by Clement “was rendered possible by and was 
caused through the neglect, want of professional skill of the defend- 
ants; that such conversion would have been impossible if the 
defendants had done what they were bound to do, and what they had 
agreed to do towards the said company, Claude Neon General Adver- 
tising Limited, and its directors, and that the said loss was caused 
immediately by the said negligence, want of professional skill of the 
defendants.” The appellant put its case on the alleged neglect of the 
auditors in failing to check what are called the “deposit slips.” 
Clement had made out day by day the usual form of bank deposit slip 
in connection with the daily deposit of company’s moneys at the bank. 
The original deposit slip was retained by the bank. The amount of 
the daily deposit would vary considerably but on some days would 
be several thousand dollars. But on any day that Clement intended to 
misappropriate some of the cash on hand, he would deposit the par- 
ticular cheque which he had been holding back with the other cheques 
received that day but the amount of cash he would deposit would be 
the amount actually received less the amount of the cheque which 
he had been holding back until that day. Clement kept a carbon copy 
of each of these daily bank deposit slips. They appear to have been 
kept by him openly on a file on his desk; he must have known that 
it was not customary for auditors to check these carbon deposit slips 
or else he would not have adopted the system he did. While the bank 
stamped each of these carbon copies, it merely acknowledged that it 
had received “the total amount” shown on the slip. The original 
deposit slips, which were left with the bank, do not appear to have 
been produced but I understand it is admitted that they were the 
same as the carbon copies. Strange as it may appear, on the days when 
misappropriations took place Clement made marginal notes on the copy 
of the deposit slip for the day which he retained which would give 
him the information, if he ever wanted the information, as to what 
cheque was added in the deposit of that day that had not been shown 
in the cash ledger, and in some cases a notation of the difference 
in the cash. There was no explanation for the making or for the 
keeping of these annotated copies but I suspect that Clement, at least 
at the inception of the defalcations, hoped to make good later on and 
wanted a record of exactly what he had taken. However that may be, 
the appellant says that if the auditors had checked not only the books 
of the company but these copies of bank deposit slips in Clement’s 
possession, his system would have failed and the company would not 
have lost the money. What the auditors say is that it is not customary 
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in the practice of auditors to check copies of bank deposit slips 
because they are not original documents and that the bank’s stamp 
on them is expressly limited to an acknowledgment that “the total 
amount” shown on the slip has been received and deposited to the 
credit of the company’s account. The auditors say that they entirely 
shared the confidence of the superior officers of the company in 
Clement’s honesty and had no ground for suspicion and that as a 
matter of auditing practice a stamp by the bank on a carbon copy 
of a deposit slip that the total amount shown thereon had been received 
by the bank was not something which in the ordinary course they would 
examine because they had before them the company’s original cash 
ledger with its details of the daily receipts and they checked and 
examined the original statements received by the company from the 
bank, showing the total daily deposits, against the daily receipts as 
shown by the company’s cash ledger. The appellant’s factum contains 
the admission (p. 71), “There is no doubt that if these duplicate 
deposit slips had been in the form usually employed, they could have 
been of no assistance, in order to check the cash book.” The auditors 
had been appointed at the time of the incorporation and organization 
of the company in 1929. They then made out a programme or chart 
of their work which was known and accepted by the company and 
to which they adhered. They are admitted to be an old Montreal firm 
with an excellent reputation. 

It is indeed a striking fact that Turner (himself a chartered 
accountant), who was the senior officer in charge of the company’s 
office (being Vice-President and Secretary-Treasurer for some years), 
testified that the company had foreseen “something like this” and had 
sought to cover it by internal checks and controls which he described. 
He said he did not criticize the auditors after the investigation had 
revealed the losses. Further, the Hon. Gordon W. Scott, who is 
acknowledged to have been one of the outstanding chartered account- 
ants in this country and who was himself a director of the company, 
testified that had the audit of the company been under his supervision 
he would not have thought it an essential part of his duty to check 
the deposit slips. “In a large public corporation,” he said, 

“I think the greatest safeguard you have is the internal or- 
ganization, that one man is checking another all through the 
process, and if that is functioning properly, as is done in the larger 
corporations, we rely on the organization for the honesty of the 
employees, and in no sense do I believe it is the duty of an auditor 
to be a detective.” 

Mr. Scott said there was “something like three or four hundred 
thousand dollars coming in within a year” and “something like a 
million and a half dollars on the books of the company and three 
thousand accounts and a lot of little accounts in instalments,” and 
he thought the checking of the daily deposit slips by the auditors would 
be “superfluous” and “useless” work in the circumstances. Dempster, 
one of the partners in the auditing firm, testified that he had at one 
time suggested to the company that a communication be sent to each 
customer to ascertain if the customer admitted that his indebtedness 
to the company was exactly as shown on his card or ledger sheet 
but that his suggestion had not been carried out; Mr. Turner felt 
that the system of internal control was a sufficient safeguard against 
defalcations. 

But Mr. Geoffrion for the appellant, with his usual vigour and 
lucidity of argument, pressed upon us his contention that the appellant 
was entitled to succeed in the action upon the ground that it was 
negligence on the part of the auditors not to have examined these 
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copies of the bank deposit slips and that if they had, Clement would 
have been frustrated in his scheme of taking the moneys from the 
company and consequently the auditors were responsible in law for the 
company’s loss caused by Clement’s misappropriations. The liability 
of the auditors was put as coterminous with the liability of Clement 
himself to the company. 

In the view I take of the case it is unnecessary to determine the 
question whether or not under Quebec law the so-called subrogation 
receipt is sufficient to entitle the appellant in its own name to maintain 
this action against the auditors. 

I turn now to the consideration of the nature and extent of the 
duty of the auditors to the company.. It was admitted that they had 
merely been appointed by resolution of the company “to be the auditors 
of the company,” without any special terms or conditions by by-law 
or agreement, and that the definition of their duty was to be found 
entirely within the language of sec. 120 of the Dominion Companies 
Act, 1934, ch. 33, which reads as follows: 

“120. (1) The auditors shall make a report to the shareholders on 
the accounts examined by them and on every balance sheet laid before 
the company at any annual meeting during their tenure of office, and 
the report shall state (a) whether or not they have obtained all the 
information and explanations they have required; and, (b) whether, 
in their opinion, the balance sheet referred to in the report is properly 
drawn up so as to exhibit a true and correct view of the state of the 
company’s affairs according to the best of their information and the 
explanations given to them, and as shown by the books of the company. 

“(2) Every auditor of a company shall have’a right of access at 
all times to all records, documents, books, accounts and vouchers of 
the company, and shall be entitled to require from the directors and 
officers of the company such information and explanation as may be 
necessary for the performance of the duties of auditor. 

“(3) The auditors of a company shall be entitled to attend any 
meeting of shareholders of the company at which any accounts which 
have been examined or reported on by them are to be laid before the 
shareholders for the purpose of making any statement or explanation 
they desire with respect to the accounts.” 

The respondents were engaged then to make what is called a 
statutory audit for the company and their duties were those and only 
those imposed by the statute. A distinction was very properly made 
in the argument between a statutory audit and a special investigation 
that may be underaken by auditors under terms of a special contract. 

The language of the statutory duty here is substantially the same 
as the language in the Companies Act, 1879, which was under con- 
sideration in Jn re London and General Bank (No. 2), (1895) 2 Ch. 673. 
In that case Lindley L.J. said at p. 683: 

“An auditor, however, is not bound to do more than exercise 
reasonable care and skill in making inquiries and investigations. He 
is not an insurer; he does not guarantee that the books do correctly 
show the true position of the company’s affairs; he does not even 
guarantee that his balance-sheet is accurate according to the books of 
the company. If he did he would be responsible for error on his 
part, even if he were himself deceived without any want of reasonable 
care on his part, say, for the fraudulent concealment of a book from 
him. His obligation is not so onerous as this. Such I take to be the 
duty of the auditor: he must be honest, i.e., he must not certify what 
he does not believe to be true, and he must take reasonable care and 
skill before he believes that what he certifies is true. What is reason- 
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able care in any particular case must depend upon the circumstances 
of that case. Where there is nothing to excite suspicion very little 
inquiry will be reasonably sufficient, and in practice I believe business 
men select a few cases at haphazard, see that they are right, and 
assume that others like them are correct also. Where suspicion is 
aroused more care is obviously necessary; but, still, an auditor is not 
bound to exercise more than reasonable care and skill, even in a case 
of suspicion, and he is perfectly justified in acting on the opinion of 
an expert where special knowledge is required.” Lopes, L.J., who con- 
curred in the judgment of Lindley, L.J., said in another case that 
came up the following year, In re Kingston Cotton Mill Company (No. 
2), (1896) 2 Ch., 279, at pp. 288-89: 

“But in determining whether any misfeasance or breach of duty 
has been committed, it is essential to consider what the duties of an 
auditor are. They are very fully described in In re London and Gen- 
eral Bank, to which judgment I was a party. Shortly they may be 
stated thus: It is the duty of an auditor to bring to bear on the work 
he has to perform that skill, care, and caution which a reasonably 
competent, careful, and cautious auditor would use. What is reasonable 
skill, care, and caution must depend on the particular circumstances 
of each case. An auditor is not bound to be a detective, or, as was 
said, to approach his work with suspicion or with a foregone con- 
clusion that there is something wrong. He is a watch-dog, but not a 
bloodhound. He is justified in believing tried servants of the com- 
pany in whom confidence is placed by the company. He is entitled 
to assume that they are honest, and to rely upon their representations, 
provided he takes reasonable care. If there is anything calculated 
to excite suspicion he should probe it to the bottom; but in the 
absence of anything of that kind he is only bound te be reasonably 
cautious and careful.” 


Lord Alverstone, C.J., in summing up to a special jury in a case 
in the King’s Bench Division on June Ist, 1904, said (London Oil 
Storage Company Limited v. Seear, Hasluck and Co. reported in 
Dicksee on Auditing, 11th ed., p. 783, at pp. 785 and 786): 

“I will not adopt any fanciful expression which may be quoted 
from any particular judgment, but he (the auditor) has got to bring 
to bear upon those duties reasonable and watchful care, he has got 
to discharge those duties remembering that the company look to him 
to protect their interests. He is not, however, supposed to be a man 
constantly going about suspecting other people of doing wrong, and 
that is the only respect in which, I think, Mr. Bankes in his most 
able speech pressed the matter a little too high. While Mr. Hasluck 
has by the exercise of due and reasonable care to see that all the 
officials of the company are doing their duty properly in so far as 
the accounts are concerned, he is not bound to assume when he 
comes to do his duty that he is dealing with fraudulent and dishonest 
people; and there comes in the most important consideration from 
one point of view—perhaps more important than the other, though I 
do not think of such substantial weight in this matter—if circum- 
stances of suspicion arise, it is the duty of the auditor, in so far as 
those circumstances relate to the financial position of the company, 
to probe them to the bottom.” And further on at p. 787: 

“Mr. Isaacs is quite right in saying to you, as I have already in- 
dicated, that the auditor is not bound to assume that people are 
dishonest. On the contrary, he is entitled to think that they are 
honest.” Lord Alverston later on said, p. 787: “. ... I think the 
best concluding direction I can give to you for which I am responsible 
is, that he must exercise such reasonable care as would satisfy a man 
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that the accounts are genuine, assuming that there is nothing to 
arouse his suspicion of honesty, and if he does that he fulfils his 
duty; if his suspicion is aroused, his duty is to ‘probe the thing to 
the bottom,’ and tell the directors of it, and get what information he 
can.” 

In re City Equitable Fire Insurance Company Limited 1925 Ch. 
407, affords an exhaustive discussion by Romer, J., (as he then was) 
and on appeal by Pollock, M.R., Warrington, L.N., and Sargant, L.J., 
of the duties of auditors. The report of the case extends to 125 pages. 
I shall quote only one passage from the judgment of Pollock, M.R., 
at p. 509: 

“What is the standard of duty which is to be applied to the 
auditors? That is to be found, and is sufficiently stated, I think, in 
In re Kingston Cotton Mill Co. (No. 2). As I have already said it 
is quite easy to charge a person after the event and say: ‘How stupid 
you were not to have discovered something which, if you had discovered 
it, would have saved us and many others from many sorrows.’ But 
it has been well said that an auditor is not bound to be a detective 
or to approach his work with suspicion or with a foregone conclusion 
that there is something wrong. ‘He is a watchdog, but not a blood- 
hound.’ That metaphor was used by Lopes, L.J., in In re Kingston 
Cotton Mill Co. (No. 2). Perhaps, casting metaphor aside, the posi- 
tion is more happily expressed in the phrase used by my brother 
Sargant, L.J., who said that the duty of an auditor is verification and 
not detection. The Kingston Cotton Mill case is important, because 
expansion is given to those rather epigrammatic phrases. Lindley, L.J., 
says: ‘It is not sufficient to say that the frauds must have been de- 
tected if the entries in the books had been put together in a way 
which never occurred to anyone before suspicion was aroused. The 
question is whether, no suspicion of anything wrong being entertained, 
there was a want of reasonable care on the part of the auditors in 
relying on the returns made by a competent and trusted expert re- 
lating to matters on which information from such a person was essen- 
tial.’ The judgment of Lopes, L.J., as well as that of Kay, L.J., may 
be looked at in support of the words of Lindley, L.J., and also in 
support of what I have called the epigrammatic way of putting the 
auditors’ duty.” 


The legal standard of duty of auditors (to adopt a phrase of 
Lindley, L.J.) in the absence as here of any special by-law or stipu- 
lation of the terms of employment, is plainly defined in the decisions 
to which I have referred, and applying the principles of those de- 
cisions to the particular facts of this case I am unable to hold that 
there was any such neglect or default on the part of the auditors as 
would entitle the company, were it the plaintiff, to succeed in the 
action. The question is whether before the discovery of the thefts, 
in the then existing state of experience, failure of knowledge or fore- 
sight is to be imputed to the auditors for a breach of duty. Conduct 
pursued in the light of experience derived from the present knowledge 
of the system of defalcations can hardly be taken as a sufficient basis 
for a charge of want of care. There was nothing to indicate that the 
accounting methods and control of the company were so lax and in- 
adequate that reliance could not properly be placed upon the books. 


But assuming that there was some breach of duty on the part of 
the auditors to the company, there would be two answers, I should 
think: firstly, a claim based on such a breach of duty may not be 
covered by the subrogation document in favour of the appellant; and, 
secondly, assuming it were covered by the subrogation, what is the 
measure of damages for such a breach of duty? The auditors did 
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not steal the money; they were not the direct cause of the loss. As 
Lord Alverstone told the jury in the London Oil Storage Company 
case above mentioned (Dicksee on Auditing, 11th ed., at p. 797): 

“I do not know that I ever remember a question the solution of 
which was more difficult in the concrete. It is easy to put it in 
general terms: Was he guilty of breach of duty, and, if so, what loss 
was occasioned to this company by that breach of duty? You must 
not put upon him the loss by reason of theft occurring afterwards 
or before, but you must put upon him such damages as you consider 
in your opinion were really caused by his not having fulfilled his 
duty as auditor of the company.” The loss of the plaintiff amounted 
to £760; the jury awarded five guineas against the auditors. 


Canadian Woodmen of the World v. Hooper et al., was a somewhat 
recent Ontario case. The auditors were held liable for breach of their 
duties to the plaintiff corporation. The trial judge, Raney J., awarded 
the corporation the full amount of its loss, $8,840.32, against the 
auditors as well as against an official of the corporation, but after the 
ease had been twice before the Ontario Court of Appeal (41 O.W.N. 
328 and 1935 O.W.N. 113) the protracted litigation ended, so far as 
the auditors were concerned, with a judgment against them of only 
$1.00 as nominal damages. I do not pursue the difficult question of 
the measure of damages because, in my view of the case, it is unneces- 
sary to do so. Nor do I find it necessary to consider the question 
of prescription raised by the respondents. 


I would dismiss the appeal with costs. 


JUDGMENTS RESPECTING THE INCOME WAR 
TAX ACT 


1. The James Cosman Estate Case 


The appeal of the trustees of the estate of James Cosman, 
at his death a resident of Nova Scotia, was dismissed by 
Mr. Justice Maclean, the President of the Exchequer Court 
of Canada, on 4th January 1941. The facts in the appeal 
are strongly reminiscent of the Birtwistle case which went 
to the Privy Council before final determination. The testa- 
tor, endeavouring to effect the greatest good for the great- 
est number, directed the trustees of his estate to pay certain 
annuities and on the death of the annuitants to divide his 
estate into two parts. One of such parts was to be paid 
over to three trustees appointed by the Roman Catholic 
Bishop of Raphoe, County Donegal in Ireland; the other 
part was to be retained by the Nova Scotia trustees. The 
instructions were then similar with respect to each part. 
One half the income in each case was to be devoted by the 
trustees for the poor and needy in their respective countries ; 
the other half of the income was to be invested and accumu- 
lated for one hundred years or longer, if necessary, to pro- 
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vide adequate funds to establish hospitals or homes in Nova 
Scotia and Ireland for the needy “where they might end 
their days in comfort.” The Archbishop of Halifax and the 
Bishop of Raphoe were in their respective countries to deter- 
mine the number and location of such hospitals and homes 
and to appoint three men to manage such institutions. 


The Dispute 


In 1931 the trustees were still paying out the annuities, 
the time for division of the estate into the two parts not 
having arrived. Income was accumulating in excess of the 
amounts required for payment of the annuities. The Crown 
assessed the trustees for tax in the sum of approximately 
$1,500, stating that the income was accumulating in trust 
for the benefit of unascertained persons or persons with 
contingent interests and so was taxable in the hands of the 
trustees under section 11 subsection (2) of the Act. The 
trustees appealed unsuccessfully to the Minister and then 
to the Exchequer Court. They contended, in brief, that the 
ultimate beneficiaries were not persons, ascertained or un- 
ascertained, but hospitals and homes, charitable institutions, 
the income of which was exempt from taxation under the 
Act by section 4(e). Furthermore, they said that they, the 
Nova Scotia trustees and the eventual Irish trustees, were 
charitable institutions and not persons within the definition 
in section 2(h) of the Act and so the income was not ac- 
cumulating for the benefit of persons. 


Judgment 

Mr. Justice Maclean upheld the assessment. From the 
time when the accumulation of income started it was being 
accumulated for unascertained persons, being the poor and 
needy in Nova Scotia and Ireland. Such persons did not 
exist as individuals in the regard or intention of the testator. 
Furthermore, following the decision in the Birtwistle case 
“charitable institution” as used in the Income War Tax Act 
did not mean “charitable trust” but rather institutions in 
the sense that a charity organization society or a society 
for the prevention of cruelty to children is an institution. 


2. The Montreal Light, Heat & Power Consolidated Case 


In 1936 the above-mentioned company refunded an issue 
of 5% bonds. The procedure was costly but the benefits 
were substantial. Refunding took place at a premium of 
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4%, amounting to over a million dollars. As the old bonds 
were payable in gold or equivalent in New York and London 
as well as in Toronto and Montreal, an exchange premium 
of nearly $700,000 was paid. With a discount on the issue 
of the new bonds (which were issued as 214% serial bonds 
as to $5,000,000 and 314% twenty-year bonds as to $10,000,- 
000) the total expense in connection with the refunding ex- 
ceeded two and a quarter million dollars. The company pro- 
posed to amortize this sum over the life of the new bonds 
and the amount allocated to 1936 operations as an expense 
was $104,596.04. There was a further expense of $79,166.- 
64 consisting of interest on the funds borrowed to refund 
the old bonds. The Crown disallowed these expenses as 
deductions stating that they were not wholly, exclusively 
and necessarily laid out or expended to earn the income of 
the period as provided in section 6(a) of the Act. The 
company appealed to the Minister and then to the Exchequer 
Court of Canada, judgment being rendered by the President, 
Mr. Justice Maclean on 11th January 1941. 


The Dispute 


The company pointed out that in addition to a direct 
saving of $275,000 annually in interest charges, the elimina- 
tion of the gold payment clause would effect an additional 
average annual saving of $303,119.18 based on its previous 
nine years’ experience. These savings would increase the 
income of the company subject to tax and, so far as share- 
holders were concerned, it was proper that the expense in- 
curred in effecting the saving should be amortized over the 
life of the bonds by deduction from each year’s profits. The 
Minister contended that the expenditures were incurred on 
account of capital. 

Judgment 

The appeal was dismissed. Mr. Justice Maclean found 
little help from authority but concluded that these expenses 
were similar to expenses incurred in acquiring working 
capital. It was conceded by counsel that expenses incident 
to the issue of the old bonds would be chargeable to capital 
on the ground that it was so much paid for the cost of 
getting that capital and there could not be one law for a 
company having sufficient money to carry on all its opera- 
tions and another for a company which was willing to pay 
for that accommodation. That much being conceded there 
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was no difference in principle where expenses were incurred 
for redeeming, renewing or refunding bonds or debentures. 
The expenditure did not increase the revenue but it de- 
creased the fixed capital charges of the business and could 
not therefore have been incurred exclusively to earn the net 
profits or gains to be assessed. 


3. The Montreal Coke & Manufacturing Company Case 

This company appealed to the Exchequer Court of Can- 
ada from an income tax assessment for the fiscal years 
1935 and 1936. The facts were so similar to those in The 
Montreal Light, Heat & Power Consolidated case that the 
appeals were argued together and the arguments advanced 
in support of both appeals were identical. Having dismissed 
the appeal of The Montreal Light, Heat & Power Consoli- 
dated, Mr. Justice Maclean by judgment rendered 14th 
January 1941 dismissed the appeal of The Montreal Coke 
‘& Manufacturing Company with costs. The amounts repre- 
senting duplication of interest, discount on new bonds, 
premium paid on retirement of the issue of old bonds and 
exchange premium paid on such retirement together with 
the miscellaneous expense aggregated approximately $170,- 
000 and it was this sum which the company was amortizing 
over the life of the new bonds. The old bonds bore interest 
at 514%, were callable at 102, and were payable in United 
States funds at the option of the holder. The refunding 
bonds were issued as to $1,200,000 in 314% serial bonds 
and as to $2,200,000 in 4% bonds maturing in 1947. The 
‘bonds were sold at a discount of one-half of one per cent 
in the case of the serial bonds and one per cent in the case 
of the fixed term bonds. 
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ECONOMIC NOTES 
The Rowell-Sirois Report 


Editor’s Note: This is another in a series of notes on economic 
subjects by Professor McQueen of The University of Manitoba. 


. morrow of the collapse of the Dominion-Provincial 
conference at Ottawa to consider the Rowell-Sirois re- 
port is dismal indeed to those who had laboured for its 
implementation. And yet it is well to remember that the 
first function of a democracy is to preserve at all costs 
those conditions which permit the citizens to agree or 
disagree among themselves and with their established gov- 
ernments, for it is for nothing else greater than this that 
we fight. What is most discouraging to those who laboured 
in the preparation of the report and to those who believed 
in its fundamental recommendations is the manner of its 
rejection. The conference broke up with a refusal on the 
part of important parties in interest to even consider the 
report or even more to consider any alternative proposals. 
It was this refusal to discuss at all which is disturbing 
and the more so at a time when we are in the midst of the 
sternest struggle we have ever known or shall quite likely 
ever know. 

And yet it is well to remember too that it was events 
and not men that called this report into being and that 
it will be events and not men which will call for solutions 
to the problems the report dealt with. The believers in 
the report may comfort themselves that there is a logic 
in events which transcends the logic of current politics and 
current politicians. To those who doubt this let them con- 
sider the rapid change in the attitude of the American 
people toward the question of aid to Britain and it at once 
becomes clear that the politicians can change as quickly 
as the people. If in one year the logic of events can so 
change the opinions of a non-belligerent United States what 
can it not do in a Canada fighting for her life? 

The Minister of Finance agrees with the premier of 
Ontario that the war is the first consideration. That being 
so the federal government must have sufficient revenues 
to carry on that war and it can only get them by widening 
and deepening its tax structure and this it can only do by 
transgressing upon the traditionally exclusive fields of pro- 
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vincial taxation. These are only traditionally exclusive 
fields for the province since our constitution permits the 
federal government to levy any and every kind of taxation 
anywhere in Canada. The federal government has not 
utilized this complete power solely because certain of the 
provinces would not be able to carry on their normal peace 
time functions if it did so. With war now the paramount 
consideration this traditional respect for provincial taxation 
jurisdiction on the part of the federal government can no 
longer be commended and the consequences of the change 
in view must soon be apparent. 

What the report offered was a quid pro quo to the prov- 
inces for their relinquishment of certain taxation fields. 
What we shall have now is a partial but substantial relin- 
quishment of these taxation fields by the provinces with no 
agreement for a quid pro quo. The relinquishment will be 
involuntary but none the less real in that the provincial 
revenues from these taxes must decline with the intrusion 
of the Dominion into the already occupied field. This will 
be more obvious a year from now than it was last week 
and in thai fact there is hope for a new conference which 
will really confer. The biggest single factor in Canadian 
politics is after all not the federal government or the pro- 
vincial governments but Herr Hitler, and his logic is in- 
telligible to every Canadian citizen whether he lives in 
British Columbia or Manitoba or Nova Scotia. 

Such an argument as this however is open to the charge 
- that the federal government is using the war to force 
through an increased degree of centralization of govern- 
ment in Canada. Many honest minds are disturbed by such 
a possibility and possibly one reason why the conference 
failed was that such persons had not been relieved of their 
fears by sufficient preparatory discussion. Premier Bracken 
of Manitoba discussed the matter in some detail in his 
speech but the matter received no adequate discussion be- 
fore the conference broke up. Those who believe in the 
report would do well for the cause to air this matter thor- 
oughly before another conference is called. 

Even were the war to end tomorrow the problem of 
post-war readjustments would be so formidable as to re- 
quire a new consideration of Dominion-Provincial relations. 
Western Canada faces a problem of over production and 
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diminished world markets for its staple product which will 
defy any palliative devices we have heretofore utilized and 
the effect on the rest of Canada, particularly central Canada, 
will be intimate and very direct. And the cessation of war 
industries in central Canada will resurrect with the sudden- 
ness of an explosion the unemployment problem there. 
These problems of readjustment will be beyond the capacity 
of the provinces and it was just such a situation which 
occasioned the Rowell-Sirois report. Both during and after 
the war the logic of the politicians will conform itself to 
the logic of events. We may not implement the Rowell- 
Sirois report but we shall not evade the realities it deals 


with. 
R. McQueen. 


Winnipeg, 
18th January 1941. 


THE PROFESSION IN GREAT BRITAIN 


(Editor's Note: Some of our members have been inquiring about the 
experiences of members of our profession in Great Britain in these 
stirring times and the possibility of having something published in 
THE CANADIAN CHARTERED ACCOUNTANT. A member of one of the large 
accounting firms in London has written to a member of the firm on this 
side of the Atlantic who has kindly given for publication the following 
portions of the letter describing conditions in the Old Land. The letter 
was written last October.) 


I have been meaning to write to you and to a number of the other 
partners for some weeks, giving you my personal reaction to the present 
position, but time has been a factor and conditions have changed from 
day to day, but now that I have a few minutes available I have felt the 
urge to write and am taking this opportunity of having this latter part 
of this letter copied and sent to many of the others both in Canada and 
America who have written to some of us in terms which have not only 
made us proud of ourselves but also have made us realize the responsi- 
bility which rests upon the shoulders of the inhabitants of this Island 
and the Empire. 

There was no doubt in the minds of many that after the capitulation 
of France we should be subjected to the most severe bombing that any 
particular people have had to suffer and also the definite threat of in- 
vasion. Fortunately, owing to circumstances some of which were within 
our control and some of which entirely out of our control, that threat 
did not materialize to the extent which we feared and we were given 
some respite (no doubt to give the German Air Force and Army time to 
reorganize) and that period of respite was sufficient to enable us also 
to reorganize to meet the altered conditions. It enabled our Air Force 
to review the postion in the light of these altered conditions and to adapt 
their tactics to the altered situation of the enemy. Had they been able 
to attack this country without interlude our position might have been 
much more difficult than it is today but fortunately such was not the case. 
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The praise given to the Royal Air Force by those of you in America 
and Canada has been more than well deserved, and it is hardly possible 
to describe fittingly the gratitude we ourselves feel to this extremely 
brave and capable body of men. I know many of them and I have not 
yet met one who is not convinced in his own mind that individually they 
are better than the Germans and collectively infinitely better, and as 
time goes on when there is a greater equality in numbers, I think this 
will be proved without question. The equality in numbers is being ap- 
proached, we hope, and when that is overtaken there should be definite 
evidence in the results attained. 


The threat of invasion was one that was certainly present with us for 
some time, particularly in the months of August and September, but it is 
hoped now that with the coming of winter, shorter days, rough seas and 
other similar factors that the prospects of such action are far more re- 
mote, although in these latter weeks many of us hoped that such an 
attempt would be made, feeling (perhaps with or without proper knowl- 
edge) that the attempt would cost the enemy dear and would have no 
measure of success whatsoever. 


We have air raids three, four and sometimes five a day, but the 
daylight raids (subsequent to that of the famous Sunday when so many 
German bombers were brought down at practically no cost to ourselves) 
have been more or less ineffective. 


As far as this office is concerned the warnings go and at present 
we take no notice of them unless it happens that a few of the enemy 
planes get overhead, whereupon our ‘‘spotters,’’ through the medium of a 
‘‘buzzer,’’ advise the possibility of danger, and then only do we resort 
to the air-raid shelter which has been built for those in Frederick’s Place. 
This, I may say, does not happen often. For instance, today we have 
had four warnings but only on one occasion has the buzzer gone and then 
we resorted to the shelter for about 20 minutes only. It is the excep- 
tion rather than the rule for the buzzer to go each day. 


Night bombings are unpleasant and a certain amount of material 
damage is done most nights. I daresay most of you have heard that... 
house has been bombed and he was compelled to evacuate it there and 
then. A substantial amount of damage was done and it is not unlikely 
that it will have to be entirely rebuilt. Most of us have had some win- 
dows broken or other similar damage but materially unimportant. 


London itself has been subjected to raids every night which start as 
soon as dusk comes and often continue until dawn. A number of build- 
ings have been hit and famous shops destroyed. St. Paul’s Cathedral 
and other places well known to you all have been the subject of this 
barbarity, but still London is a big place and at the present rate it 
would take years to destroy it. 

Night raids, however, do compel the people living in the city or the 
surroundings of London to change the character of their lives. Those 
in London itself sleep mostly either in air-raid shelters, tube stations 
or reinforced concrete basements. Those around London, like myself, 
have evacuated the upper stories of their houses and have converted their 
sitting rooms into sleeping rooms. All of us hear bombs dropped every 
night but as a number in London drop in open spaces and the vast 
majority in the country never hit anything else but fields and trees, the 
material damage is far less than was expected and the effect on the 
morale of the people is extraordinarily little. 


I have had opportunities in the last six weeks of meeting a number 
of people of the poorer classes particularly who have been bombed out 
of hearth and home, who have suffered the loss of near relatives, and I 
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can honestly say that their reaction is a strengthening of the will to carry 
on and defeat our common enemy. 

I do not think I need say any more to indicate the spirit of the 
people here and it is a great comfort to them and to all of us to know 
the great American people think like we do and are giving us all possible 
help at this juncture. The more help they can give us the sooner will 
the war be ended, but the possibility of it being ended by anything but 
a victory for this country never enters the mind of any of us. 

I am afraid you will read this letter and say—Here’s. . ., the super- 
optimist, writing. I admit I am a super-optimist but I believe this is a 
true interpretation of the general outlook of the greater percentage of 
the population. 

This office carries on in the usual way. A number of the partners are 
here between nine and half-past each morning. Sometimes the railways 
have been hit and we cannot get here until 10.30. The staff, requiring 
no lead from us, are only too anxious to carry on, although in some cases 
their houses have been bombed and life made more than a little un- 
pleasant for them and we are convinced that during the forthcoming 
busy season we shall be able to meet the demands of our clients and give 
them the best service possible, but I am afraid it may be that the 
standard of that service may not always be maintained. 


We hope our American clients this year will realize the difficulties 
with which we have to contend and will not expect accounts to be 
completed and signed at as early a date as usual. We are doing our 
utmost at this juncture to get all the necessary detail checking completed 
so as to reduce the work to a minimum at the final audits, but with 
evacuation and train delays, that is not always easy. 
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WAR CONTRACTS DEPRECIATION BOARD 


At pages 261-267 of the October issue of THz CANADIAN 
CHARTERED ACCOUNTANT were published some particulars re- 
garding the War Contracts Depreciation Board kindly sup- 
plied by the Secretary of the Board, Thos. N. Kirby, C.A. 


The Editorial Committee has been keeping in touch with 
Mr. Kirby for further particulars, and we publish this month 
(1) his letter of 4th January last, (2) a form of the “Certi- 
ficate on which to Base Special Depreciation,” and (3) an 
Order in Council dated 4th December 1940. 


War Contracts Depreciation Board 


Ottawa, 4th January 1941. 


A. H. Carr, Esq., C.A., Secretary-Treasurer, 


The Dominion Association of Chartered Accountants, 
Toronto. 


Dear Sir: 


Receipt of your letter of 17th December is acknowledged. Due 
to pressure of work it was impossible to give you any information in 
time for publication in the January issue of THE CANADIAN CHARTERED 
ACCOUNTANT. 


I now enclose copy of an amendment to the Order in Council which 
established this Board and a copy of the final form of certificate which 
the Board will issue. Schedule “A” to the certificate will be filled in 
with such details of the capital expenditures made and the special 
depreciation recommended to be allowed as will enable the Income 
Tax Division to act thereon. 


In my letter to you of 19th September 1940, I indicated that certain 
information should be filed with the Board when a claim for special 
depreciation was first made. As a result of the Board’s experience to 
date it has been found that the following information should be filed: 


1. Copies of the War Contracts or orders which can be said to have 
occasioned the capital expenditure against which special de- 
preciation is claimed. If these are numerous a list supported 
by representative sample copies should be sufficient. 

2. A detailed statement of the capital expenditures against which 
special depreciation is claimed, giving the cost and date of pur- 
chase verified by affidavit of an authorized officer of the company. 
The affidavit should also state that the capital expenditures 
were necessary in order to carry out the above contracts. 

3. A copy of the last annual statement, unabridged, with complete 
auditor’s report. 

4. A submission stating reasons for claiming special depreciation, 
giving: 

(a) Annual rate of depreciation thought adequate under the 
circumstances, 

(b) Estimate of the post-war value of the additions, 

(c) Such details of pre-war and present production as will 
support the claim for special depreciation, 

(d) Any other information thought relevant. 
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The above information should be filed in triplicate in order that 
a complete file can be placed before each member of the Board. 

I trust that this information will be of interest to the readers of 
THE CANADIAN CHARTERED ACCOUNTANT and will reach you in time to 
be included in the February issue. 

Yours faithfully, 
(Signed) 
T. N. Kirby, Secretary, 
Enclosure. WAR CONTRACTS DEPRECIATION BOARD. 


Certificate on Which to Base Special Depreciation 


To the Minister of National Revenue, 
Department of National Revenue, 
Ottawa, Canada. 

RE: 

The War Contracts Depreciation Board in accordance 
with the powers and duties of the Board as set out in Order 
in Council No. P.C. 4217 dated Tuesday, the 27th day of 
August 1940, having heard the submission of the above 
named applicant certifies that the applicant has made capital 
expenditures as set forth on Schedule “A” attached hereto in 
fulfilment or furtherance of a War Contract as defined in 
the said Order in Council. ; 

Having regard to the provisions of the Income War Tax 
Act and the Excess Profits Tax Act, the Board recommends 
to the Minister of National Revenue that special depreciation 
on capital assets be allowed as set forth on Schedule “A’”’. 

This Certificate shall be without force or effect if the 
Contractor fails to keep separate accounts in respect of the 
particular capital assets concerned and the special deprecia- 
tion allowed thereon. 


Dated at Ottawa, this............ inet sae 194.. 
War Contracts Depreciation Board 
Chairman, 
Secretary, 


(Editor’s Note: Schedule “A” which is merely a blank form is not 
shown here.) 


Order in Council issued at the Government House at Ottawa 
4th December 1940. 


Whereas by Order in Council P.C. 4217, dated August 
27, 1940, the War Contracts Depreciation Board was estab- 
lished with the powers and duties and for the purposes 
therein set forth: 
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And whereas the Minister of Munitions and Supply, and 
the Acting Minister of National Revenue report that in the 
performance of its powers and duties the Board has advised 
them that doubt has arisen with respect to its jurisdiction 
in regard to the application of its powers to certain trans- 
actions which have been the subject matter of applications 
made to it for special depreciation and that in particular, 
the term “War Contract,” as defined in the regulations set 
forth in the said Order in Council, does not, in the opinion 
of the Board, extend to the relationship created as the result 
of requests or orders given by the Minister of Munitions and 
Supply to contractors to make capital expenditures for the 
purpose of expanding or creating facilities to be used in 
furtherance of war purposes; and 

That some confusion has resulted from the use of the 
term “Depreciation” and that it would be advisable to amend 
the said Order in Council to provide that War Contracts 
shall include the relationship above referred to and that the 
term “Depreciation” may, when in the opinion of the Board 
it is in the public interest so to do, be construed as Amorti- 
zation. 

Now, therefore, His Excellency the Governor General in 
Council, on the recommendation of the Minister of Munitions 
and Supply and the Acting Minister of National Revenue, is 
pleased to amend the said Order in Council, P.C. 4217, dated 
August 27, 1940, and it is hereby amended as follows: 

(a) By the addition of the following sub-paragraph (e) 
to paragraph i of the “initial regulations” set forth 
in the said Order in Council: 

(e) The term “War Contract” shall be deemed to 
include the relationship created as a result of a 
direct request or order given in writing by the 
Minister or Deputy Minister of Munitions and 
Supply to a contractor to make or incur capital 
expenditure for the purpose of creating or ex- 
panding his facilities for war purposes. 

(b) By adding to the said “initial regulations” a new 
paragraph to be numbered 9, reading as follows: 
9. The term “Depreciation” may, when in the opin- 

ion of the Board it is in the public interest so to 
do, be construed as Amortization. 

A. D. P. Heeney 

Clerk of the Privy Council. 
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THE WARTIME PRICES AND TRADE BOARD 


On 6th December last royal assent was given to two 
Acts passed at the present session of the Parliament of 
Canada, namely, An Act to Amend the Special War Revenue 
Act and An Act Respecting the Conservation of Exchange. 
Mr. G. W. Jones, the Chief Auditor of the Board, has kindly 
sent to us the following memorandum. 


The Wartime Prices and Trade Board is now charged with special 
responsibility in connection with the new excise taxes and import 
restrictions. 

The requirements of the Board as contained in a Notice to Manu- 
facturers, Importers and Distributors in Canada, dated 27th December 
1940, are as follows: 

Re 25% Excise Tax Effective December 2, 1940—In respect of the 
25 per cent excise tax on the manufacturer’s selling price of a wide 
range of electrical and household appliances the Board has laid down 
the general principle that prices to the consumer must not be in- 
creased by more than the amount of the tax. 

Manufacturers selling to wholesalers, and manufacturers or whole- 
salers selling to retailers, are required to show the amount of the tax 
as a separate item on their invoices. Such purchasers when establish- 
ing their selling prices must not compute any gross profit or “mark 
up” on the amount of the tax. 

When a manufacturer suggests the price at which a commodity 
manufactured by him should be sold at retail to the consumer or user, 
the amount of the excise tax must not be included by him in the value 
upon which the usual gross profit or “mark up” is calculated. 

Re War Exchange Conservation Act—In respect of those goods 
the importation of which from non-sterling areas has been either 
prohibited or restricted, any person who takes advantage of such 
restriction to increase his prices is liable to the penalties not only 
of the War Exchange Conservation Act but also those prescribed in 
Wartime Prices and Trade Board Regulations. 

Where the duties on goods, the growth, produce or manufacture 
of the United Kingdom have been removed or reduced, importers and 
other distributors are expected to pass on the benefit of these reduc- 
tions to the Canadian purchasers. 
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Our Contributors This Month 


All our contributors this month have already had ar- 
ticles published in THrk CANADIAN CHARTERED ACCOUNTANT. 
In the issue of October last, Mr. Gray wrote about “The 
Lake Shippers’ Clearance Association ;’”’ Mr. Wade, in April 
1936, discussed section 83(1) of The Companies Act, 1934 
(Dominion) and the payment of dividends; we have this 
month the third in a series of articles by Professor Corry; 
and Professor McQueen has been contributing each month 
a series of refreshing observations on current economic 
subjects. 


Quebec Society Encourages Writing 

Word has been received that at a meeting of Council of 
the Society of Chartered Accountants of the Province of 
Quebec on 7th January it was decided to award twenty-five 
dollars to any member or registered student of the Society 
writing an article of three thousand to five thousand words 
on Accounting or related subjects that is accepted for publi- 
cation in THe CANADIAN CHARTERED ACCOUNTANT after that 
date. 

The Editorial Committee is much gratified and encour- 
aged by this mark of genuine interest in THE CANADIAN 
CHARTERED ACCOUNTANT—the publication of the profession 
in Canada. 


The Excess Profits Tax Act 


The Canadian Manufacturers’ Association has kindly 
supplied us with a copy of its recommendations sent recently 
to the Hon. J. L. Ilsley, Minister of Finance, in respect of 
The Excess Profits Tax Act, 1940. The recommendations con- 
sist of nine typewritten pages, and we are informed that 
anyone wishing to obtain a copy may apply to the Secretary 
of that Association, 1404 Montreal Trust Building, Toronto. 


Some Discussions on the Report of the Rowell-Sirois 
Commission 


All who are interested in reading further discussions on 
the Rowell-Sirois Report, will find helpful two pamphlets 
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entitled A Summary of the Report and A Criticism of the Report 
by S. A. Saunders and Eleanor Back. These are published 
by The Ryerson Press (Toronto and Halifax) at forty cents 
a copy. 

The Secretary of The Dominion Association of Chartered 
Accountants has already sent a copy of both pamphlets to 
the reference library of each Provincial Institute. 


Unemployment Insurance 


On pages 201-203 of the September 1940 issue, we made 
reference to the passage by the Dominion parliament of 
The Unemployment Insurance Act, 1940. On enquiry, the 
Unemployment Insurance Commission has informed us that 
the Commission has not yet prescribed a date for the taking 
of contributions, as there are still a number of details to be 
worked out in connection with the putting into effect of this 
legislation. We have been assured, however, that adequate 
publicity will be given to any such decision. 

The members of the Commission who were appointed by 
an order in council on 23rd September last are Dr. J. Sirois,* 
R. J. Tallon and A. M. Mitchell. The Act ‘provided also 
for the appointment of an Advisory Committee consisting 
of a chairman and not less than four, nor more than six, 
other members, and by its terms the following are to hold 
office for a period of five years: 

Chairman—Dr. W. A. Mackintosh, Head of the Depart- 
ment of Economic and Political Science of Queen’s Uni- 
versity, Kingston, and at present Economic Adviser, Depart- 
ment of Finance, Ottawa; Members—Harold Brownhill, 
manager, Building Supplies and Milling Company, Limited, 
Halifax ; M. M. Maclean, vice-president, Canadian Congress 
of Labour; V. R. Smith, general manager, Confederation 
Life Association, Toronto; J. F. MacMillan, president, Chis- 
holm Sawmills Limited, Edmonton; Percy Bengough, vice- 
president, Trades and Labour Congress of Canada; and Miss 
Estelle Hewson, executive secretary, Red Cross Society, 
Windsor. 

The committee, under the provisions of the Act, must 
make an annual report (not later than the end of February 
each year) to the governor-in-council on the financial con- 
dition of the fund “as of the thirty-first day of December 





*Dr. Sirois passed away on 17th January last. 
138 








GENERAL NOTES 


last preceding,” and is also to report on the financial situa- 
tion whenever it considers that the fund is, or is likely to 
become, insufficient to discharge its liabilities. In the event 
of the committee reporting the fund as insufficient it is 
empowered to make recommendations for the amendment of 
the Act or of any regulations in order to make the fund 
sufficient. Conversely, the committee is authorized to make 
recommendations in event of over-sufficiency. In either 
case “the report shall contain an estimate of the effect 
which the amendments recommended will have on the fin- 
ancial condition of the fund.” 


Home Improvement Plan of Government 


On 8rd January 1941 the Hon. J. L. Ilsley, Minister of 
Finance, released final figures showing the result of opera- 
tions under the Home Improvement Plan to 30th October 
1940. As at this date, the $50,000,000 loan authorization 
under the Home Improvement Loans Guarantee Act, 1937 
having been exhausted, the government’s undertaking to 
provide a guarantee for the encouragement of this type of 
loan was terminated. Improvement loans made on or after 
31st October 1940 will remain, as previously, direct obliga- 
tions of the borrowers to the lending institutions, but will 
not qualify for Dominion guarantee. 


The Home Improvement Plan which provided a conveni- 
ent scheme whereby home owners could secure through the 
banks and other approved lending institutions the required 
funds to improve, repair and modernize their properties was 
brought into operation in November 1936. When the Plan 
was terminated at 30th October 1940 it had, therefore, been 
in operation for a period of four years. The number and 
volume of loans for each of these four years of operation 
are as follows: 

Year No. of Loans Volume of Loans 
November 1936—October 1937 29,963 $11,721,129 
November 1937—October 1938 27,914 11,429,681 
November 1938—October 1939 35,374 14,591,916 
November 1939—October 1940 32,401 12,247,894 





125,652 $49,990,620 
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Who Said Examiners Are Not Up-to-date? 


The following appeared in the law paper written in 
December last by Intermediate candidates in the examina- 
tions of a number of the Institutes of Chartered Account- 
ants throughout the Dominion: 


(a) You, a lawyer, are consulted by A. Hitler, a painter and 
decorator, who states that as he is leaving the country he proposes 
to sell to B. Mussolini, a professional entertainer, his dining-room 
suite and his car. The purchaser is unable to pay cash in full and 
your client wishes to be protected. Outline briefly the steps you 
would take. 


Intelligence Tests 


The following are some of the answers to questions set 
in a government technical examination in India and pub- 
lished recently in The Accountant (London). Government 
examiners in Canada can probably cite equally neat answers 
to many of their inquiries. 

Duties of an Auditor 


The statutory audit is so called because it is done compulsorily 
once a year or within 15 minutes, 

The tendency of the directors is always to put a figure for the 
balance sheet purpose advantageous to them so that they may get 
more dividend. 

If in the next year also there is no profit the contingent liability 
must be reserved again so as to enable the cumulative preference share- 
holders to receive dividend at the subsequent year’s profit. 

Besides referring to the books the creditors must be sent for and 
ascertained how much they owe to the trade. 

We must find out whether the cash is kept in good condition or 
not. 

This system of course enables it impossible for any one persons 
without colliding with the others to commit any fraud. 

Take the case of petty cash. The internal check that is meant is 
that arrangement should be made that the p. cashier should not be 
permitted to lend small sums to the other clerks. 

If the cash balance is heavy some 8 or 4 clerks must be called and 
the auditor should give money in heaps. 

He carrying on his duties as auditor he should forego sleep, please, 
amusement and family. 

Trade crs is a liability item which is not necessarily verified. 

In verifying the loan on mortgage I should call forth a document 
which should be registered. After satisfying the conditions I shall 
pass off the items which is very genuine. 

The o/d is a kind of loan given to an honest customer. 

If there is proper internal check the possibility for fraud become 
remote. Because if some defaulcation is aimed at there must be colliti- 
tion between 2 or more parties. Further if two heads are put into 
one hat it would not contain them. The result is it would burst open 
and the secret sees the light of day sooner. 
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The position of the auditor is pitiable in view of his grave respon- 
sibility. 

Inspection of Title Deeds 

Unscrupulous people may break open the covers and tamper with 
the documents and close the covers calmly. 

Suggestion of Directors to Write up Stock to Present Cost 

I will be obliged to disown my responsibility as it is a serious 
thing to allow profit to be created without actual realization. This is 
a crime on your part and I therefore advise you to take into considera- 
tion the market value only. 

The so-called profit will be divided among the shareholders as 
dividend. The shareholders will be very willing to this plan as they 
get more dividend. 

With regard to wages the auditor must be over-careful in satisfy- 
ing himself with regard to actual payments to the persons concerned 
as there is much scope for doing mischief in this aspect. 

Company auditor is a watch dog but not a bloody hound. 

If we draw a bill we do not know whether the bill will be duly 
honoured or not. 

For wages we should call for the list of the names of the labourers 
and examine whether the wages were paid for piece work or whole 
work. 

For these expenditures we should see whether the general body 
has approved the same in the minute book with the recording of 
resolutions. 

Cash at bank may be verified by actual counting. 


Co-operative Auditor 
He should submit 3 imperial statements in the prescribed audit 
report. 
After verifying the quantity the auditor should verify whether the 
stock actually exists. 
Bank charge such as the price of a pass book credited in the book 
must be deducted. 


A question on a recent Canadian examination paper in auditing, 
asking what points would be considered important in examining the 
item of insurance carried by a limited liability company on the life 
of its general manager, elicited the following: 

“In my opinion Life Insurance on a general manager would 
be important in a small company where everything is in the hands 
of the general manager; but in a large concern I don’t think it 
would be necessary to carry this insurance because there will be 
so many assistants under him that responsibility will not be vested 
solely in the hands of the general manager. On the other hand, 
to be on the safe side, and since the auditor is auditing the books 
of a Limited Liability Company, it might be advisable to take 
out insurance on the life of a general manager. The amount to 
be carried for insurance will have to be decided by officials of the 
Company.” 

“Q.E.D.” adds the examiner. 
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Instance of British Navy’s Effectiveness 
As we go to press, the final issue of The Accountant for 
1940, which is published in Great Britain, has arrived. 
Since War started in September 1939, we have received 
every issue by regular post. That speaks louder than words 
of Britain’s command of the seas. 


Table of Exchange Rates 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
31st December 15th January 
1940 1 


941 
NR se vinie bie anew 10-11% P. 10-11% P. 
ES 443-447 443-447 
Australian Pounds .......... 35814 35814 
New Zealand Pounds ........ 360 360 
South African Pounds ....... 446 446 
British West Indian—Dollars. 9270 9270 
India—Rupees .............. 3376 3376 
Hongkong—Dollars ......... 2633 2630 
Straits Settlements—Dollars. . 5251 . 5251 
Belgium—Belgas ............ No quote No quote 
Denmark—Kroner .......... No quote No quote 
Holland—Florins ............ No quote No quote 
Finland—Finmarks ......... 199 199 
France—Francs ............. No quote No quote 
I ni Dah he gans.we eh’ No quote No quote 
Sweden—Kronor ............ 2637 2637 
Switzerland—Francs ........ 2565 2565 
Norway—Kroner ........... No quote No quote 


Note: The above quotations are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 


PERSONAL 


William J. Hyde, chartered accountant, begs to announce 
that from and after the first day of January 1941 Robert 
S. Davis, chartered accountant, will be associated with him 
in the conduct of his business, which will be carried on 
under the name of Hyde & Davis, chartered accountants, 470 
St. Alexis Street, Montreal. 
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[Editor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of the 
Canada Law Book Company, from the Dominion Law Reports. In each 
case reference is made to the volume of the Reports where the full 
judgment may be found. It should be kept in mind that the decisions 
given may not in every case be final.] 


Income tax—Legal expenses incurred in successful defence 
of utility franchise 


(re Dominion Natural Gas Co. Ltd.) 
Supreme Court of Canada 


Legal expenses incurred by a public utility company in 
the successful defence of its franchise are not deductible 
from income. Such expenses are not “expenses wholly, ex- 
clusively and necessarily laid out for the purpose of earning 
the income” within the meaning of s. 6(a) of the Income 
War Tax Act, R.S.C. 1927, c. 97, for to fall within that 
category an expenditure must be part of the company’s 
working expenses, i.e., an expenditure laid out as part of 
the process of profit earning. Such an expenditure, more- 
over, is of a capital nature within the meaning of s. 6(b), 
having been made once for all, and for the purpose and 
with the effect of procuring an enduring benefit.—[1940] 
4 D.L.R. 657. 


(Note: A report of this judgment is published in this month’s 
issue of The Canadian Chartered Accountant.) 


Wills—Gift of company shares—Proviso for retention until 
payment of “accrued and accruing dividends” 


(Re Ganong, McBride v. Ganong et al.) 
New Brunswick Supreme Court 


A will provided that succession duties on all bequests 
should be paid out of the personal estate and contained 
certain bequests of company shares, both common and pre- 
ferred, subject to the proviso that such shares should re- 
main part of the estate until payment of all dividends on 
the preferred shares (which were 7% cumulative) accrued 
to the date of testatrix’s death and also until payment of 
one year’s dividends accruing due in the year following 
her death, whether such dividends were earned or declared 
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or not. No dividend was paid on the preferred shares either 
in the year preceding or the year following testatrix’s death 
nor afterwards. Held, while the shares vested a morte in 
the legatees, the effect of the proviso was that all shares 
bequeathed were charged with payment of two years’ divi- 
dends on the preferred shares. Such proviso did not in- 
fringe the rule against perpetuities for the executors had 
an immediate present charge on the shares to the amount 
of the two years’ dividends on the preferred shares and 
were entitled to sell the shares to realize such amount, or 
the shares might be redeemed by the legatees paying the 
executors the amount of such charge. (Grimmer J., dis- 
senting, was of opinion that the shares vested immediately 
free of any charge, that the words “whether earned or 
declared or not” in reference to dividends accrued and ac- 
cruing on the preferred shares were meaningless as used 
in the will, being apt only if referable to the right of pre- 
ferential shareholders to rank upon the assets of the com- 
pany upon a winding-up.)—[1940] 4 D.L.R. 4. 


OBITUARIES 





The Late J. Maxtone Graham 


The Society of Chartered Accountants of the 
Province of Quebec regrets to announce the death in 
Edinburgh, Scotland, of Mr. J. Maxtone Graham. 
Particulars of Mr. Graham’s career will appear in 
a later issue. 


The Late John Mackay 

The Institute of Chartered Accountants of On- 
tario regrets to announce the death at Toronto on 
7th January 1941 of John Mackay of Messrs. John 
Mackay & Company, following a lengthy illness. 

The late Mr. Mackay had been a member of the 
Institute since 1920, and a Fellow since 1929, and 
was a Past-President of The Dominion Association 
of Chartered Accountants. 

To his widow, sons and daughter the Institute 
extends sincere sympathy in their bereavement. 
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STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


The Committee on Accounting Terminology of The 
Dominion Association of Chartered Accountants discussing 
in August 1939 the meaning of the terms “reserves” and 
“reserve funds” stated that “attempts at greater clarity 
have been made with some success.” The recommendations 
of the Committee in regard to the use of these terms would, 
if adopted, do much to remove the confusion and ambiguity 
which the terms tend to import into a balance sheet but 
an examination of financial statements recently published 
by some Canadian companies scarcely supports the view 
that uniformity is being attained except perhaps in one 
respect, viz., the grouping of the provision for taxes with 
the current liabilities and the designation of this item as 
a “provision” rather than a reserve. It will be recalled 
that the Committee advocated such a designation for all 
estimated liabilities and all estimated asset valuations in 
order that the term “reserve” might be freed to designate 
“appropriations from surplus set aside either for general 
or specific purposes, but which are still part of the net 
worth, being neither liabilities nor adjustments of asset 
values.” A “reserve fund” would then be a proprietorship 
“reserve” which was represented by specially invested 
assets shown under a name corresponding to the name 
given to the “reserve.” 

If it must take time for these recommendations to find 
general acceptance in practice it should yet be possible 
meanwhile to relieve much of the confusion which results 
from conflict of terminology by grouping liability provisions 
as current liabilities, deducting valuation provisions from 
the assets to which they relate and including proprietorship 
“reserves” in the “capital and surplus” section. Yet balance 
sheets are sometimes encountered in which all accounts 
having the word “reserve” as a part of their titles are 
herded together in one group under the caption of ‘“Re- 
serves,” and which leave the reader to make his own dis- 
tribution of these items as best he may. 


1The Canadian Chartered Accountant, Vol. XXXV, p. 146. 
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The collaboration of Professors Hatfield, Sanders and 
Burton has provided the world with an introductory text 
in accounting’ which, unlike many other texts in that cate- 
gory, does not affront the intelligence of its readers or make 
undue demands upon their credulity. It suffers only in 
small degree from the anaemia which tends to infect colla- 
borative treatment of any controversial topics, and the 
light hand and humorous touch of Professor Hatfield are 
readily discernible. Not the least commendable feature of 
the book is its gay binding of bright apple green cloth—a 
welcome departure from the solemn-looking dark green and 
maroon covers in which accounting treatises are usually 
presented to the world. 


STUDENTS’ ASSOCIATION NOTES 


PROVINCE OF QUEBEC 

On Friday, 13th December, 225 students and members 
attended the Annual Smoker of the Students Society at 
the Windsor Hotel. : 

Midway Stalls and an old fashioned melodrama by the 
Atterberry Players, entitled “True to the Old Profession” 
were the features of the entertainment which was greatly 
enjoyed by all present. 

Hugh Savage, John Lewis and Ralph Linton were re- 
sponsible for the enjoyable evening and the members are 
indebted to them for their efforts in making the Smoker 
a success. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are customarily prepared by 
practising members of the several provincial institutes,but exception- 
ally this month the solution to the second problem reproduced below 
has been prepared by the Editor of the Students’ Department. Any 
solution represents the personal views and opinions of the person who 
prepared it. Solutions are designed not as models for submission to 
the examiner but rather as such discussion and explanation of the 
problem as will make its study of benefit to the student. Discussion 
of solutions presented is cordially invited. 





2H. R. Hatfield, T. H. Sanders and N. L. Burton, Accounting Prin- 
ciples and Practices, (Ginn and Company, Boston, 1940, $3.00). 
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PROBLEM I 
THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 
FINAL EXAMINATION, 1939 
ACCOUNTING III 
Question 1 
You are closing off the books of an executorship for the first 


half-year after the date of the death, which was on 3lst December 1938. 
You find one account, “General Expenses of the Estate,” which contains 


the following debits:— 


(a) Bank interest paid on executors’ account .............. $ 25 
RD Wee II 5 51s Soo svi ys WN ie Saiew Nee eae ec sina ns 364 
(c) Legal charges for proving the Will «..<..65......60660e08 1,240 
(d) Interest on succession duties paid to Government...... 18 
(e) Stock-brokers’ fees for valuing securities .............. 100 


(f) Valuer’s fees for making inventory of household furni- 
ture and other personal or movable property and for 


WiNEURR SUI IONE eo oie his 0:8 00x eA eds Sevens Gewese 200 
(g) Stock-brokers’ commission on sale of investments, made 
to raise cash for the payment of legacies .............. 150 


(h) Travelling expenses of executors in connection with sale 
of land and buildings, made to raise cash for the pay- 


WO SOE PION iis i Us ae hoe eee teense eineee eee es 185 
(i) Commission and other expenses paid to real estate firm 
for arranging sale of this land and buildings .......... 250 


(j) Cost of repairs, necessitated by a storm on Jan. 20, to 
house to be occupied by wife of deceased until her death 482 
(k) Accountants’ charges preparing statement for the pay- 
SUUBEEE OE UR ETE ko 5 6 oo ssc desde ieuaesioesas 100 
(1) Accountants’ charges opening the books of the estate .. 50 
(m) Solicitors’ costs on the conveyance of property made in 
settlement of devises of real estate (gifts of lands and 
Sraeutees WS AE GEN WIRED oo sin nes cence ends encsese 300 
(n) Payments by executors to a clerk for writing up the 
books of the estate, subsequent to entries for payment 
En SE 55. ie ho eee bo ie W'Gewwe CoN Sewbameees 
CO) SSGR GE DOORS CE ACCOM iio oso ioe shes de eoie saws 
(p) Telephones, telegrams and postages of executors in con- 
nection with funeral, collection and valuation of all 
property, payment of succession duties, and legacies... 28 
(q) Interest paid on loan due by deceased, secured on land 
and building sold [see (h) and (i)]. It covers a period 
of four months commencing 30th November 1938 ...... 
(r) Stock-brokers’ commission and other expenses on sale 
of investment made to raise cash in order to make the 
widow an advance payment on account of her income: 
the executors have power to raise cash by such a sale 
in order to be able to make regular payments to the 
RN 252 FAA ah eee etw ea ea Va ee Ee A eb eres 
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Transfer by journal entry the items which you think should be 
charged to Testamentary Expenses (Capital), and to Executorship 
Expenses (Revenue). 

In your journal entries you may use abbreviated descriptions 
of the items, provided that you give the letters attached to them. 


SOLUTION 
1939 
June 30 Testamentary expense (Capital) ............. $3,057 
To General expenses of the estate ....... $3,057 


For transfer of expenses chargeable against 
capital as follows: 











(Db) Pumeral Gepenne «3... ...ssccccces $ 364 
(c) Legal charges, probate ............ 1,240 
(e) Stockbrokers’ valuation fees ....... 100 
(f) Valuer’s fees, personalty ........... 200 
(g) Stockbrokers’ commission on sale of 
investments for legacies ........... 150 
(h) Travelling expenses of executors— 
SNS ND oo coisa ae pinwes a8 6655's 185 
(i) Commission—sale of realty ........ 250 
(k) Accountants—statement for succes- 
PEER Sh EKSiKkG ero Ea ear aa as a 100 
(1) Accountants—opening books ....... 50 
(m) Solicitors’ costs — conveyance of 
RE SS bee cine ow epee ese eee 's's 300 
(o) Becks Of QPCOUNE ..6i.cccvsscccccss 10 
(p) Telephones, telegrams and postage... 28 
(q) Interest on mortgage (one month).. 80 
$3,057 
Executorship expenses (Revenue) ............ $ 817 
To General expenses of the estate ........ $ 817 


For transfer of expenses chargeable against 
revenue as follows: 


ae) RIK: SIGRTE ok ois oo asi. 0.s.d0m, 0:0 008 $ 25 
(d) Interest to death duties ............ 18 
(j) Repairs to buildings occupied by wife 482 
(n) Clerk’s wages—writing up books .. 40 


(q) Interest on mortgage (three months) 240 
(r) Stockbrokers’ commission — sale of 
investment to raise cash for income 
DEW ML <3 546 ceWesostieessanes evens 12 
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STUDENTS’ DEPARTMENT 


PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 
ACCOUNTING IV 


Question 4 


From the following trial balance of the Canadian Company Limited 
and the accompanying data, prepare a columnar work sheet showing 


the adjustments and the segregation of balance sheet and profit and 
loss items:— 
CANADIAN COMPANY LIMITED 
TRIAL BALANCE AS AT 31ST DECEMBER 1938 
Dr. Cr. 

OAM BOCOMEL (OUTTORE)) ck 6ccice i sees $ 170,000 
SE es a Sie ySa.e wl dislouisaedana sea aaae aes 5,000 
EN NINN rhs 25 asia asin io eis ae oaie setae We elemiars 90,000 
I NINE III oo ON kd dha dies beens eeu wan 800,000 
Fraser Company Limited— 

A ean ee a err eT ener are ewe ee 25,000 

IS 5 yar ees tater ors 6.9140 1h js Wderardaie love ewe were 500,000 
NP ee Nico sean arn se vs essa Sho BE ware ws we SOI 5,000 
RRM NS ahi bod hat AS Srornidn distaa Sal Blaise oie whee 20,000 
Machinery ANG COUNIPMOCHE .....ccccssccccccsesss 50,000 
SRI ND UPON ois ks Kost d ai wsssesas ecco 10,000 
Reserve for depreciation as at 3lst December 1937 $ 35,000 
SE, Gao ees Gia Wemieemins Salk mediocre 200,000 
Inventory on hand as at 3lst December 1937 .... 480,000 
NE CI oa ceo sb ieee Ca ema dias seeueasee 225,000 
DITO COMLIAl COOMMOR) qo ooo oes o.ocs cs ciessiaceneee 500,000 
Surplus as at 3lst December 1937 ..............0- 900,000 
NNEC ae Seed ENG ds ra aners bioe posi s/o Oiaea eee 5,700,000 
POE eas owia'y sab ois 45-9 o Reese RA WARE Sie eee ere 3,600,000 
BEMUMPACCUTINE GEDGTOCB oii 6c 5 occ 5 cssk si cesiccess 420,000 
SE III oe, SNe Noam ak ial urs gress. ea 48 eae 740,000 
Administrative and general expenses ............ 440,000 
RR SEMEN 6 oc RRS SaG. Ee ee Ok eC OR sae 195,000 


$7,555,000 $7,555,000 








(a) Cheques totalling $10,000 in settlement of certain “Sundry Credi- 


tors” accounts were dated and mailed 31st December 1938, but 
not entered in the cash book until January 1939, other cheques 
totalling $20,000.00 issued for a similar purpose were entered in 
the cash book during December 1938 but were not mailed until 
13th January 1939. 


(b) Accounts receivable include an amount of $330,000.00 representing 


selling price of merchandise shipped on consignment 31st Decem- 
ber 1938 and billed at cost plus 10%. The remainder are ordinary 
customers accounts. 


(c) It is estimated that 10% of the customers accounts receivable 


and 10% of the bills receivable are doubtful of collection. All 
accounts and bills receivable were considered collectible at the 
beginning of the year. 
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THE CANADIAN CHARTERED ACCOUNTANT 





(d) The inventory on hand as at 31st December 1937 includes the 


following:— 
BROCOIMOrY SNM CABIPMONE o.oo ccsicicckcccccscccocseces $200,000.00 
Less—Reserve for depreciation ...............00e008 100,000.00 


$100,000.00 


(e) The inventory as at 31st December 1938 (excluding machinery and 
equipment and the relative reserve mentioned above) is as fol- 


lows:— 

RENNIE Dy SRE CRAIN 5, Shira Gis big aa een ete os SN OER $500,000.00 

Inventory in transit for which the liability has not been 

PEE (eu icet ware wih awlswian acces Sees SER e eS bb Sema 20,000.00 
$520,000.00 


(f) The amount shown as Life Insurance represents the accumulated 
premiums which were charged to this account. The premiums 
paid in 1938 amounted to $40,000.00. An examination of the 
policies shows that the cash surrender value at 31st December 
1937 amounted to $85,000.00 and the cash surrender value at 31st 
December 1938, amounted to $110,000.00. 

(g) The depreciation on fixed assets for the year ended 31st December 
1938 should be provided on the closing balances as follows:— 


MM oo GaSe aha daw SSS head ae Seesw suas 3% per annum 
Machinery ANd CGUINMONE « ....00.cescccccscwssee 10% per annum 
RP RT EAA AINE TAU IP OR oo ko hid. a SE KSHe swe en ees 10% per annum 


(h) Insurance premiums have been charged to general expense. No 
effect has been given to the following:— 
Unexpired Insurance as at 3lst December 1937 amounted 


Dice SG eRe tess bee ieh cave eeee se bebe sass cE wes woo en ee $2,000 
Unexpired Insurance as at 3lst December 1938 amounted 
Et pe Re ee eek ease See aeh da shaman aise sb awew saa Seats 3,000 


(i) Commissions have been charged to selling expenses. No effect 
has been given to the following:— 
Commissions accrued as at 31st December 1937 paid and charged 
to selling expenses 5th February 1938—$7,000.00. 
Commissions accrued as at 3lst December 1938—$9,000. 
(j) Other income may be summarized as follows:— 


Dividend received from Fraser Company Limited ........ $170,000 
EPIPOCOUNEN TORE) BRE GRODRTBS: ..0..5.06ccsscsivceescsesess 25,000 
$195,000 


(k) Information relating to investment in subsidiary company is as 
follows:— 

All outstanding shares of the Fraser Company Limited were 
acquired 1st January 1938 at a cost of $500,000.00 cash. 

The Fraser Company Limited as at that date had 3,500 common 
shares of $100.00 each outstanding and an earned surplus 
amounting to $150,000.00. 

The Fraser Company Limited, a Canadian company earned 
net profits for the year ended 31st December 1938 amounting 
to $110,000.00. 

Inventories and fixed assets are shown throughout at cost. 
Income taxes are not to be considered. 
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Work Sheet for Year Ending 3ist December, 1938 


SOLUTION 


Canadian Company Limited 
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THE CANADIAN CHARTERED ACCOUNTANT 


The adjustments made in the work sheet may be stated in journal 
form thus: 


Ch): RE) See OE ois oe sei isbn ceaslecs $ 10,000 


(ii) 


To Bank account (current) ........... 


Bank: account (CUITORE) .....60.cccccccses 20,000 
2) Ey CORRES ooo ios ioe06sannsews 


0): CA CPRNN pease ease eee snas cock ese ease stab 330,000 


(ii) 


(c) 


(d) 


(e) (i) 
(ii) 


(f) 


(8) 


(h) 


(i) 


(j) and 


To Accounts receivable ................ 


Inventory of goods on consignment ........ 300,000 
TO TEARINE BOCOUDE onc oic cc ccasesaseves 


Estimated loss by bad and doubtful debts 56,000 
To Reserve for bad and doubtful debts.. 


Machinery and equipment ................ 200,000 
To Reserve for depreciation ...........- 
To Inventory on hand 31st December 1937 

(In the absence of information on the point 

it is assumed that the purchase of this 

machinery and equipment had been charged 

to revenue and that the depreciation re- 

served had been credited to revenue.) 


Inventory on hand at 31st December 1938 .. 520,000 
OD REMI REDOUL 6 oacisces odhas cde e% 

PN ec od Sawn ee eb a he Se were 20,000 
TO BUMGLY CHOUOLS «os 2.2 ocksine sce cue Ss 


Surplus at 3lst December 1937 ............ 75,000 
Life insurance—surrender value .......... 110,000 
To Life insurance (expense) .......... 


Depreciation of fixed assets ............... 26,600 
To Reserve for depreciation ............ 
UU oon csr cet $ 600 
Machinery etc. ....... 25,000 
Furniture etc. ....... 1,000 





Prepaid insurance ............ pial Mahia seated 3,000 
Ce ee ce 
To Surplus at 31st December 1937 ..... 


SOORERNES WORUIININD | 5 iv.so So 5 Ges obs io ww Ww Ww 0 000 2,000 
Surplus at 3lst December 1937 ............. 7,000 
To Accrued commissions ............... 


(k) 
aan SAMI Shs ei tee rd ee ee a o's 195,000 


To Discount (cash and exchange) ...... 
To Income from subsidiary ............ 
To Fraser Company Limited—Investment 
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20,000 


330,000 


300,000 


56,000 


100,000 
100,000 


520,000 


20,000 


185,000 


26,600 


1,000 
2,000 


9,000 


25,000 
110,000 
60,000 











